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Practical men, thru long experience, have discovered 
successful methods of organizing, directing, controlling, and 
carrying on the varied activities of business. 

The principles underlying these successful methods have 
now been determined, verified by investigation in every 
phase of business practice, organized, and so presented and 
illustrated by the LaSalle Problem Method that they can be 
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This plan affords a complete exeeutive training to those 
desiring it, while to those experienced in management it sup- 
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complete Training Plan and Service includes: 
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explain, and illustrate the fundamental business principles 
as applied in actual business practice. 

100 Special Problems selected from a wide range of busi- 
ness experience and so organized that their solution develops 
greater ability in the practical application of fundamental 
principles. 

Instruction and Consultation Service given by men 
whose special training and business experience enable them 
to supply personal help and individual counsel and advice. 
100 Executive Reports which analyze the situation as 
presented in each Special Problem, clearly illustrate the 
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reference reports. 

Confidential Reports on personal business problems pre- 
pared by the Research Staff of LaSalle Extension University. 
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A Monthly Business Bulletin which analyzes the current 
trend of business conditions. 

Personal Efficiency, a monthly magazine of better business. 


To assist you in getting the utmost personal benefit that 
a full utilization of this Plan makes possible, the Instruction, 
Consultation and Research Staffs of the entire University are 


available at all times. 
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ANALYSIS OF STATEMENTS 
Part I 


CrEDIT PROCEDURE 
EFORE taking up the important matter of ana- 
B lyzing and interpreting financial statements, as 
covered in Parts II and III of this executive 
manual, let us briefly survey the actual procedure fol- 
lowed by a credit department in establishing credit 
relations with a new account. 

In doing this, we shall carry along the work of one 
firm in handling one new credit account—remembering 
that exactly the same methods and forms used in this 
case should not be copied in other cases. But the prin- 
ciples underlying procedure in this case are applicable 
in other cases. 

In considering any particular method of procedure, in 
fact, it is well always to remember that— 

Methods and forms are not ends in themselves, but 

are only the means by which results are attained; 

they vary according to differences both in the results 

desired and in the conditions faced. 
' The routine of a credit department as followed in a 
company that manufactures steel products, for example, 
would be quite different from the credit routine in a 
large wholesale house. The steel manufacturer has rela- 
tively few customers, who usually buy large quantities 
at infrequent intervals; while the wholesale house has 
many customers, who usually buy frequently in small 
quantities. The failure of one customer of the wholesale 
house would not be nearly so serious as the failure of 
one of the steel manufacturer’s customers. 

Therefore, the credit department of the steel company 
spares no expense in making an investigation of the 
credit worthiness of a customer; while the credit man- 
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ager of the wholesale house would be open to serious 
criticism if his cost of procuring information about indi- 
vidual customers were very high. 

In general, it may be said that— 


The extent of the possible loss in the event of the 
insolvency of a customer is an important considera- 
tion in determining the extent of an investigation as 
to the credit worthiness of that customer. 

The extremes of the extent of possible loss from the 
failure of a customer are illustrated in the cases of the 
wholesale house and the steel manufacturer above men- 
tioned. But, in our survey of actual procedure, let us 
take a case which falls about midway between those 
two extremes. 


The Case of John Clark. The Economy Coal Company, 
of Chicago, does a large volume of business with retail 
coal dealers. On March 11, 1924, this company received 
the following letter: 

Kenosha, Wisconsin, 


March 10, 1924. 
The Economy Coal Company, 


Chicago, Illinois. 
Gentlemen: 


- Please quote me your lowest prices on high-grade domestic 
coal for prompt delivery. 


I am opening a retail yard this month in Kenosha. I want 
one car at once, as I have a few orders on hand. I shall 
stock coal for the fall trade a little later,,and would like to 
have your April and May prices for this purpose. 


Can I get your regular terms on the first car? Do you give 
special dating on coal for stocking purposes? 


Since I am just starting in this business, I am giving you the 
following references: 


Union Trust Company, Chicago, Ill. 
Thompson Brothers, Madison, Wis. 
First National Bank of Kenosha, Wis. 
Yours truly, 
JC:AG JOHN CLARK. 
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The Economy Coal Company has a well-equipped, up- 
to-date credit department. The above letter of inquiry 
and several orders and a few other inquiries are on the 
credit man’s desk. He sorts them into two piles. 

One pile contains orders and inquiries from regular 
customers with whose present credit standing he is 
familiar. He promptly passes on these and returns them 
to the sales department, where the orders are entered 
and acknowledged and the letters of inquiry are an- 
swered, so far as they relate to sales. : 

The papers in the other pile, including John Clark’s 
letter, are from people with whom he is not familiar. His 
clerk looks up information about the credit standing in 
each of these cases, and the credit man passes on each 
case as soon as his information on it is complete. 

In the case of John Clark, there is no information 
available in the files. Therefore, the clerk makes out an 
“Inquiry card” (see Figure 1), which is printed on yellow 
paper—this color signifying a prospective new customer. 

Note that space is provided for the insertion of the 
Dun (D) and Bradstreet (B) ratings, and that John 
Clark is not rated. But if he were rated in Bradstreet’s 


Dale os Name gh diaee Laas __ 
| Address CH LESTE ZEN L) 
Materia Ko BAee 


(Inquiry) ~Order} 


plermig e200 ry eee eee 


(Stenographer: Write the following references) 





Figure 1. Inquiry card filled out for prospective new customer about 
whom information as to credit worthiness is to be secured. 
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at $5,000 to $10,000, first grade, then ‘5-10-1” would be 


inserted on the card at “B.” Dun’s rating, if any, would - | 


also be stated at “D.” 


The credit man’s stenographer writes a letter of in- 
quiry to the references, and incloses a printed inquiry 
blank to be filled in by these references. The credit man 
dictates the following letter to Mr. Clark: 


ECONOMY COAL COMPANY 
Chicago, Illinois 


March 12, 1924. 
Mr. John Clark, 
440 N. 5th Street, 
Kenosha, Wisconsin. 
Dear Sir: 
We are glad to have your inquiry of March 10. 
Our sales department is sending you our lowest prices. 
As you want rush shipment on one car, please help us in 
promptly arranging for allowing you our regular terms of 
30 days net (2 per cent off for cash in 10 days) by writing 
me fully about your financial condition. 
Tell me the amount of your cash investment in the new busi- 
ness and your estimate of the expenses of starting the busi- 
ness; also other facts which will enable me to give you the 
full amount of credit to which you are entitled. 
For your convenience I am inclosing one of our regular state- 
ment forms. Please fill out this form as completely as pos- 
sible and send it back to me by return mail. 
Regarding special dating on summer coal, while our regular 
terms apply to all our customers at all times of the year, it 
is not unusual for our collection department to accept notes 
in some cases. This can be arranged later when we hear 
from you. 
Very truly yours, 
WILLIAM JONES, 
WJ:SG Credit Manager. 


The blank statement form and a stamped return 
envelope are inclosed with the above letter. 
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The credit man then decides to secure special reports 
on this prospective new customer from Bradstreet’s and 
Dun’s; so he places check marks opposite “B” and “D” 
on the inquiry card. He stamps “TAI” on the letter 
of inquiry (meaning that terms will be assigned after 
investigation ), and the letter of inquiry is then returned. 
to the sales department, together with a carbon copy 
of the credit man’s letter to Mr. Clark attached. 

Starting the Credit File. The inquiry card is sent to 
the file clerk, who knows by the color (yellow) that a 
credit file is to be started for John Clark. The check 
marks under the word “ratings” show him what agency 
reports are wanted. The file clerk makes up a “revision 
card” (see Figure 2) which provides for a record of Dun’s 
and Bradstreet’s reports as they are asked for and re- 
ceived. 

He assigns a number to the new credit file and makes 
out a new credit-file jacket. He stamps the new file 
number on it, and this number is stamped on all docu- 
ments that go into this file. He then writes out two 
commercial-agency tickets—one for Bradstreet and one 
for Dun—places the dates of request on the revision card, 
and files it alphabetically in a cabinet marked “Active,” 
and passes the inquiry card on to the stenographer. 


The Index and Credit Cards. The inquiry card, on ac- 
count of its color and the instructions written on its face, 
acts as a request to the stenographer to make out an 
index card, which is merely a blank card three by five 
inches showing “John Clark, Kenosha, Wisconsin,” and 
the file number assigned to him. She also makes out a 
credit card, as shown in Figure 3, filling in the name and 
address, the file number, and, later on, the agency rat- 
ings. She then writes form letters of inquiry to the ref- 
erences, inclosing stamped return envelopes. This letter 
reads as follows: 
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March 12, 1924. 
The Union Trust Company, 


Chicago, Illinois. 
Gentlemen: 


We would like to know your opinion of the character, habits, 
and business ability of Mr. John Clark, Kenosha, Wis., who 
wishes to open a credit account with us. 


This inquiry is in the regular course of business and should 
not be interpreted as reflecting in any way on Mr. Clark. 


We shall be glad to serve you in turn whenever the occasion 
arises. 
Yours very truly, 


THE ECONOMY COAL COMPANY. 


The stenographer then returns the original inquiry 
card and the two cards she has just made out—the index 
card and the credit card—to the file clerk. The file clerk 
puts the credit card in file No. 3505, which he had laid 
aside in his desk drawer. He files the index card in its 
proper alphabetical place in the index-card cabinet, 
which contains one card for each credit file and is the 
means of finding the credit-file number in each case. 
The credit files of the Economy Coal Company are kept 
in numerical order, starting with No. 1 and ending with 
the highest number. However, many firms arrange their 
credit files alphabetically rather than numerically, be- 
cause when a file is misplaced under the numerical sys- 
tem, it is difficult to find it again. 

Handling Incoming Information. We now have to wait 
until the information starts to come in. We first hear 
from two of the references. Their letters are placed in 
file No. 3505. Then we get a letter from Mr. Clark, who 
incloses the statement blank filled in as shown in Figure 
4. This is acknowledged by a brief note of thanks, tell- 
ing Mr. Clark that he will hear from the credit man as to 
terms without delay. The letter and statement are then 
placed in Mr. Clark’s credit file. 


Then the commercial-agency reports come in. They 
are entered on the revision card, show as Figure 2. Then 
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File No. 
Name 


Address 


Asked Ree’d Remarks Asked Ree’d Remarks 





Figure 2. Revision card used in recording revised mercantile agency 

ratings. This card is first put in the “active” file, pending receipt of 

the rating-agency reports. When these are received, the ratings are 

entered, all the tabs on the top of the card are clipped except for those 

months in which the ratings are to be revised, and the card is placed 
in the permanent file. 


PSE To Pes ale [ink [Reni 


BTS Sera Saye] 
2-yo 
bea ea 





Figure 3. The credit card which is permanently filed geographically. 
By referring to the proper state and city it can be found arranged 
alphabetically with others in the same city. 


To Economy Coal Company, Chicago, Ill. For the purpose of obtaining 
eredit-for goods or for any extension granted on account, the following 
is given you as a true statement of assets and liabilities and general financial 
condition asof AZes2eZ “~% “P26 


ASSETS LIABILITIES 


Real Estate 
Plant ; Mortgage (real estate) 
Other Assets (in detail) Other Liabilitie 


Horses and Wagons. 
Automobile 


CPD R he. 
o 
Insurance on merchandise’. On buildings and plan 


Sales last year?___ Agree «Expenses last year? Lint. 
Ti ; 


£24 


‘Have you any contingent liabilities not mentioned in above statement, 
and if so, what are they?. 22 Vp tu Ltt *%& S20: 


Have you any judgments, judgment notes, or other liens against you? Lib 
Have you any suits pending? FLL 

With whom do you bank? Ze UMational Dich, Keveorhs, Wee\ 
What portion of your real estate is homestead? x 3,202. 

References _VA2 Lo2207, rial Co, Ch cagr, HE 


CG 
Gi * ? VF ; 
4-44 PLAT O72 AA2LzT? 22 GALA LA i 


Sa 3 
SL EEZCIP ZO, avg Pia M2 G72 LL OX. 


The foregoing statement, both printed and written, has been carefully read 
and considered by the undersigned, who declares it to be a full and correct 
rendering of his firm’s financial condition as of the date shown. The an- 
swer to all questions not answered hereon in writing is ‘‘No.” 


FIRM’S SIGNATUREL4¢74:44Gral bin z 


Z YY, 
By Ca he Le AATL tracer 
YW (A member of the firm) 





Figure 4. Statement blank as filled in by Mr. John Clark. 
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all the circular tabs at the top of this revision card are 
clipped off, except those for the months in which the 
ratings are to be revised, leaving only the revision months 
showing at the top. This revision card is then “satis- 
fied,” and is filed permanently in a cabinet marked “In- 
active.” The “active” cabinet contains all cards which — 
show figures entered under the “asked” column without 
corresponding entries under the “received” column. 


“Writing up’’ the Information. The file clerk then puts 
the two agency reports in file jacket No. 3505; and by 
reference to the inquiry card which it contains, he sees 
that no more information is expected. The file is, there- 
fore, ready to be “written up.” This file—containing the 
credit card, the letters from references, the two agency 
reports, and the letter and statement from Mr. Clark—is 
passed to the assistant credit man. 


The assistant credit man first reclassifies the financial 
statement on a standard statement blank, which has four 
columns that allow four financial statements of different 
dates to be shown. The reverse side of the standard 
statement blank affords space for special facts to be writ- 
ten. He then dictates a summary of the information 
bearing on Mr. Clark’s character, his ability, and his capi- 
tal. In this summary he includes information which was 
received from the commercial agencies, the references, 
and from the prospective customer himself. This sum- 
mary contains only the most important facts in the case. 
_ When the reclassified statement figures have been 
typewritten on the standard statement blank and the 
summary dictation recorded, the file is returned to the 
assistant credit man, who checks the figures in order to 
be sure that no clerical error has been made. He then 
passes the file to the credit man for approval of terms. 

This routine of reclassifying and transcribing the finan- 
cial statement is not necessary except when the custom- 
er’s financial standing is poor, or his purchases are large, 
and considerable care must be exercised. But in all 
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important cases, it is advisable to be careful in reclassify- 
ing credit information in the manner described. 

There is also real economy in “boiling down” the data, 
for then a large mass of letters, reports, and other papers — 
do not have to be examined every time the credit man 
has occasion to consult the file. 


Assigning Credit Terms. The credit man studies the 
risk from the various angles suggested in Executive Man- 
ual 50. He may feel the need of additional information, 
in which case he lays the file aside until he can obtain it. 
He carefully analyzes the financial statement. When he 
has finally made his well-considered decision, he records 
the result of his judgment on the credit card. Figure 3 
shows how he records the credit terms. In this case, he 
assigned the regular terms of “30 days—2 per cent off 
for cash in 10 days,” and a credit limit of $300. 

The credit file is then put in its proper numerical posi- 
tion in the credit-file cabinet. The credit card is filed in 
the credit-card cabinet, which is arranged alphabetically 
according to states and cities. 

When another order comes in from Mr. Clark, the 
credit man can, by glancing at the credit card, tell what 
terms to approve. If the order should be a large one 
amounting to more than the $300 limit which he has 
assigned, he may need to consult the credit file again. 

Not all businesses employ the practice of assigning 
credit limits. But where many small repeat orders come 
in regularly, a limit is practically indispensable. Many 
firms assign an arbitrary limit, and pass on all orders 
with this imit in mind. Any large orders over the limit 
are given unusually careful consideration. The customer 
may or may not be notified as to what his limit is. 

In many lines of business the terms of sale have been 
standardized and are the same to all customers who are 
entitled to credit. In other lines terms may vary with 
the customer, his location, the character of his business, 
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his financial standing, the character of his customers, and 
the season of the year. A wholesaler selling to a definite 
trade cannot afford to discriminate between his custom- 
ers, while a manufacturer dealing with many widely 
varying kinds of business, in widely separated parts of 
the United States and in foreign countries, and con- 
fronted by differing trade customs and seasons, may 
rightly have different terms. But even in this extreme 
case, he must be careful not to deal unfairly with his 
trade—to treat all customers in the same class alike. 


Keeping Information Alive. In the Economy Coal Com- 
pany’s case, on the first of each month the credit man’s 
assistant carefully looks thru the “inactive” section of 
the revision cards, taking out all cards that bear a circu- 
lar tab for the current month. Then the credit manager 
and the sales manager confer as to the probable chances 
of doing business with each of the customers whose 
names are shown by these cards. The cards of those from 
whom no business is expected are refiled in the “inactive” 
section. The others from whom orders are expected are 
placed in the “active” revision file. 


There will be a third class, composed of those who were 
dropped because of credit standing. Some of these may 
be well worth looking up again to see whether or not their 
credit standing has sufficiently improved to warrant an 
attempt to get orders from them by the sales department. 


The file clerk will secure late information on all “ac- . 
tive” revision cards. Letters of inquiry to banks may be 
written in some cases. In fact, it may be decided to 
obtain fresh information thru a number of sources. 


All this new information is carefully analyzed—includ- 
ing comparison of the latest financial statements with 
previous statements in each case—and the credit terms 
are again assigned under the new date, for which space is 
provided on the credit card, as shown in Figure 3. The 
latest agency ratings are also recorded on this card. A 
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check mark is placed in either the “1,” “2,” “3,” or “4” 
column on this card, indicating from which one of the 
quarterly editions of the rating books the rating was 
taken. 


We can readily see what a valuable record this credit 
card becomes after a few years. Credit cards usually 
show a continuous history of business dealings with the 
customer. When one credit card is entirely used up, a 
new one can be attached to the old one. 


The Main Feature of Credit Procedure. The foregoing 
survey of credit procedure is brief and very simple, but 
it suggests the main features of an adequate credit sys- 
tem. 


Among these features is a separate and distinct credit 
file for each customer, containing in an orderly fashion 
all the information bearing on that customer’s respon- 
sibility. 

There is also a credit card for each customer, filed 
alphabetically according to geographical divisions, which 
shows, for ready reference, the terms of sale and the 
credit limit, if assigned. 

The “active” section of the revision-card cabinet shows 
all the outstanding unanswered agency tickets and it also 
shows all the files either undergoing revision or being 
made up for the first time. 

All sources of information previously discussed have 
not been considered in the foregoing survey. But the 
routine in handling information from practically all these 
sources is exactly the same. 

The degree of thoroness with which a customer is in- 
vestigated is a phase of credit work requiring the most 
seasoned judgment. It is obvious, as suggested at the 
start of this manual, that an investigation of a railroad 
in buying a hundred thousand dollars’ worth of rails must 
be more extensive than an investigation of a small re- 
tailer buying a hundred dollars’ worth of fill-in stock. 


CREDIT PROCEDURE 13 


But even in the case of a customer whose purchases are 
relatively small, it is necessary for the credit man to be 
on constant guard against granting credit where credit 
is unwarranted—where the risk of loss is too great, even 
tho the loss would be a comparatively small one. He 
knows that many small losses total up big in the course - 
of a year. 

Perhaps the most important information a credit man 
uses in passing on both large and small accounts is the 
credit seeker’s financial statement. It may indicate both 
character and ability as well as capital. Therefore, his 
practical considerations in connection with financial 
statements will be taken up in Parts II and III of this 
executive manual. 


ANALYSIS OF STATEMENTS 
Part II 


Tue CREDIT SEEKER’S FINANCIAL STATEMENT 
Wis « a signed financial (or property) statement 


is received from a customer, it is usually not 

considered as the “last word” of credit informa- 
tion in the case, but is looked upon more as the founda- 
tion for the building up of other facts; and the credit 
man has to determine whether or not this foundation of 
facts is in reality all that it appears to be. 

When a statement of financial facts is received direct 
from the customer, it usually shows more detail than 
when it comes thru one of the mercantile agencies. In 
submitting his statement direct to a credit manager from 
whom he is seeking credit, a business man naturally feels 
that it is more incumbent upon him to be specific than is 
the case when he supplies his statement to a third party 
for general circulation in a rating book. 

When statements come in from customers by mail, the 
credit man preserves the envelope in which it is received, 
because in the event of fraud, the offense lies in “the 
intent to defraud thru misuse of the United States mails.” 


The Moral Effect of Financial Statements. The moral 
effect produced in the mind of the person who submits 
a financial statement is important. He knows that in 
issuing such a statement and obtaining credit on the 
strength of it, he has definitely veuched for the accuracy 
of his figures. Furthermore, he knows that any subse- 
quent slowness in his payments to the firm who has re- 
ceived his statement may result in a thoro investigation 
of the accuracy of his financial statement as submitted. 

Knowing that a false statement issued for the purpose 
of obtaining credit is a criminal offense, those few credit 
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seekers who are inclined to be dishonest will more likely 
see to it that their statements are accurate; or if not 
entirely accurate, they will more likely pay their bills 
when due, knowing that otherwise their statement as sub- 
mitted would probably be subjected to very close scrutiny 
for evidence of fraud. 


The Effect of the Statement on Sales. There is a psy- 
chological advantage with respect to sales in requiring 
the submission of financial statements. A merchant, for 
example, whose credit standing with a wholesale house 
is based upon a satisfactory financial statement, is there- 
fore more likely to feel himself at liberty to fill his 
requirements at that house than if he were not so sure 
of his credit status. This sales effect, is among the im- 
portant reasons why financial statements are asked of 
credit seekers. 


The Credit Man’s Attitude toward Statements. A credit 
man knows that each financial statement he receives will, 
on its face, look good, with few exceptions. Credit seek- 
ers are usually not otherwise willing to submit them. In 
each case, therefore, the credit man must determine 
whether or not a statement submitted has been made to 
look better than the customer’s condition really war- 
rants. Naturally, the credit seeker puts his best foot for- 
ward—unless he happens to be the exceptional man who 
includes certain unfavorable facts as a means of impress- 
ing the credit man with the fact that he is a scrupulously 
honest credit seeker. ; 

But credit men know that assets listed are seldom un- 
dervalued and are often overvalued; that goods classed as 
readily salable are often unsalable except at reduced 
prices; that receivables (bills, notes, and accounts receiv- 
able) classed as quick assets (readily convertible into 
cash) may in reality be very slow or “frozen” assets. 


Liabilities, on the other hand, are seldom overstated 
and are often understated. Therefore, in analyzing 
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financial statements, the credit man knows that in many 
cases he should discount to a certain extent the estimated 
value of assets and assume that the liabilities may be 
somewhat higher than reported. 


Credit Men Want to Know Trends of Change. In apprais- 
ing the credit worthiness of a business, the credit man 
wants to know the trend of recent developments in the 
business as well as its present financial condition. He 
wants to compare statements for different periods. He 
wants to know the trend of gross sales, which serves as a 
basis for interpreting the significance of many other 
items. He wants to know the recent trend of costs, and 
of inventory values. He would like to know the trend of 
profits in relation to investment, etc. 

Taking gross sales as the basis for comparing other 
items, he proceeds to examine the various assets. 


Analyzing the Inventory. First in importance will be 
the customer’s inventory. Is it merely an estimate or 
has the stock actually been counted? Do the values 
represent cost prices or present market price? Is the 
total high or low or about right in relation to sales? 

Does the total inventory figure represent quick assets? 
If some items of the inventory are goods in process or 
goods likely to prove unsalable, was this taken into con- 
sideration? The credit man wants to know the total of 
what are strictly the quickly realizable assets. 

He knows that a safe amount of stock to be carried on 
hand by a business ordinarily depends upon the follow- 
ing factors: 

1. The amount of working capital available. 
2. The terms of sale allowed. 
3. The rate of stock turn. 

Working Capital and the Inventory. The safe amount 
of inventory in relation to total working capital varies 
with the nature of the business. But in any case working 
capital must not be tied up in inventories to the extent 
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that it is difficult for the enterprise to meet its obliga- 
tions. 


In the case of retail accounts that are thoroly investi- 
gated, the credit man wants an analysis of the inventory 
by lines, because the salability of merchandise varies by 
lines. He wants to know how well balanced are the lines 
carried. 


It is therefore apparent that the credit man whose firm 
sells to retailers must have a good knowledge of mer- 
chandising in his customer’s lines of business; he must be 
able to determine, in analyzing the inventory, whether 
or not the customer has bought unwisely. This also. 
requires an understanding of the customers’ markets. 

All credit. men, in all lines of business, need to know 
whether or not their customers have bought unwisely. 

Thus the credit man who sells to manufacturers must. 
know as well as possible the manufacturing processes and 
balanced stock requirements of his customers. 


The Terms of Sale Allowed by Customers. The terms of 
sale allowed by the credit man’s customers to their own 
customers indicate the time required to turn their stock 
into cash. If their terms are short and their collection 
methods are sound, they can turn finished stock into cash 
quickly. This is a favorable situation, because such cus- . 
tomers are less likely to have unbalanced inventories. 
This applies particularly to manufacturers whose manu- 
.facturing process from raw materials to finished product 
takes a relatively short period of time, as well as to dis- 
tributors who sell for cash or on short credit terms. 


The Stock-Turn Factor. If a customer knows from past 
experience what is the minimum of stock that will safely 
support a production or sales schedule for a given period, 
this is also favorable to him. Credit men should know 
this minimum. They can then tell whether or not inven- 
tories carried by customers are excessive. This is par- 
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ticularly important when prices are falling, as explained 
in Executive Manual 3. 


Comparison of the total inventory with sales measures 
the stock turn. A relatively fast stock turn usually 
affords opportunity to carry a smaller inventory than in 
cases where the stock turn is comparatively slow—pro- 
vided that further supplies are readily available as 
needed. 


Receivables and Sales. Let us now consider the item of 
accounts receivable, as shown on a credit seeker’s state- 
ment. 


This item must be considered in the light of the terms 
on which the customer sells; and, as with inventories, it 
should be related to sales. 


If the terms of sale allowed by a customer are sixty 
days net, then the amount of the outstanding receivables 
should be considered in relation to two months’ sales. If 
total receivables (the total amount of money owed to a 
firm by its customers) exceed total sales for the period 
covered by the terms of sale, this, of course, indicates 
that the customer’s collections are slow, and it may mean 
that too many of his customers are in poor financial con- 
dition. It is unfavorable. 

A credit man is interested in the financial condition 
of all those to whom his customers give credit. 

If a credit man’s customer allows terms of thirty days 
net, and also offers a fair discount for cash in, say, ten 
days, his accounts receivable outstanding at a given date 
should ordinarily not run more than the equivalent of 
one month’s sales. But the safe proportion of receivables 
to sales varies in different lines of business and with dif- 
ferences in other aspects of a customer’s financial condi- 
tion. Where a considerable portion of a customer’s 
receivables are represented by notes receivable, for ex- 
ample, the ratio of receivables to sales may be higher, 
with safety, than where receivables are largely repre- 
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sented by open accounts. But the credit man wants to 
know what portion of notes receivable (written promises 
to pay) represents overdue accounts, and he may well 
check up on the financial responsibility of the note givers. 


Other Aspects of Statements. Foregoing are just a few 
of the points that an experienced credit man watches for 
in studying the credit seeker’s financial statement. They 
are a sort of preliminary “weigh up” of the statement, 
which tells him whether or not there is a weakness that 
would warrant refusal of credit without further investi- 
gation. 

But if there are no such weaknesses, there are still 
other things to be considered. We can best analyze these 
other important matters by reference to a financial state- 
ment form recommended by the National Association of 
Credit Men. In Part III, following, we shall see how a 
credit man estimates the credit worthiness of a customer 
or prospective customer who has submitted his state- 
ment on one of these forms—again touching on the pre- 
liminary points covered in preceding pages, as well as 
bringing out other points which will complete our anal- 
ysis of the interpretation of financial statements from 
the viewpoint of the credit man. 


ANALYSIS OF STATEMENTS 
Part III 


INTERPRETING FINANCIAL STATEMENTS 
UR analysis and interpretation of a financial or 
() property statement will be based upon the form 
of statement recommended by the National Asso- 
ciation of Credit Men, as shown on the following pages. 
Let us first become familiar with the items and their . 
classification as shown on this form. 

Note that “quick” assets and “quick” liabilities are 
totaled separately among the totals of assets and lia- 
bilities, and that these quick assets and liabilities are the 
first items listed on the statement. The credit man is 
always interested in the ratio of “quick” or current assets 
to “quick” or current liabilities, which ratio was ex- 
plained in Executive Manual 44. 

The “banker’s two-to-one ratio” is well known to every 
credit man; but credit men know, as explained in Execu- 
tive Manual 44, that this ratio may be higher or lower, 
according to the line of business and according to other 
conditions within individual business concerns, as a 
means of gauging the safety of credit loans. He also © 
knows, however, that ordinarily the two-to-one ratio of 
quick assets to quick liabilities, when shown, indicates a 
safe credit risk on the score of ability to pay—unless the 
new credit allowed, and perhaps additional credits al- 
lowed by other creditors, materially lowers this ratio. He 
knows that— 

The lower the ratio of quick assets to quick liabili- 
ties, the greater are the precautions that must be 
taken in passing on the credit risk. 

Furthermore, the credit man knows that he must usu- 
ally discount the credit seeker’s own appraisal of the 
value of some of the items that compose the quick assets 
of a statement. But where two dollars of quick assets 
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for each dollar of quick liabilities are shown, the credit 
man ordinarily has a good margin of safety—even tho he 
must discount the credit seeker’s appraisal of some of the 
quick assets as shown. 


Another practical point that a credit man keeps in 
mind is the probable change in this ratio between the 
time when credit is allowed and when payment of the 
debt is due. He knows that a strong showing of cash on 
hand or in the bank may come from the fact that the 
statement is dated just before the merchant’s or manu- 
facturer’s pay day, and that after pay day this item may 
virtually disappear. He wants to know not only what 
will likely happen to the cash showing in the near future 
but also what assets will probably be converted into cash 
in the near future, and how much of this cash will be 
used in meeting approaching obligations. 


If the items of “Cash on hand” and “Cash in bank” 
total very large, it may be an indication of poor manage- 
ment; for a large cash balance ordinarily earns only 
about 2 per cent interest, whereas it could be invested in 
. short-term notes at much higher rates of interest. Fur- 
thermore, cash should not be allowed to accumulate in 
large amounts so long as there are unpaid debts on the 
books. 


Interpreting Accounts Receivable. The next item of 
quick assets is “Accounts owing by customers, good and 
collectible, not pledged or sold.” If accounts receivable 
(owing by customers) are not good and collectible, they, 
of course, should not be listed as quick assets. But many 
credit seekers are inclined to include here some accounts 
that are not good and collectible at their due dates. 


Some of these accounts may be slow or bad for one 
reason or another. Some of the credit seeker’s customers 
may defer settlement pending adjustment of claims; 
others may have difficulty in making their own collections 
and will be slow pay for that reason; while some may, 
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PROPERTY STATEMENT TO 


in ads pted and recommended by the National Association of Credit Men) oe 
For the purpose of obtaining Radon fromnyyot on credit, 1 (we) make the following statement in writing, intending that you should rely thereon 


respecting: my (our) financial condition as of (Date 


ASSETS Dollars si LIABILITIES 


—— | 
_—$—$—$ $$$ 


Cash on Han OWING FOR MERCHANDISE: 
On open account not due. 
(Cash in Bank > 
ACCOUNTS owing by customers, good and col- 
lectible, not pledged or sold__ 


On open account past due, 
On Mdse. notes and trade acceptances payable 


OWING FOR BORROWED MONEY: 
To Bank 


To Others (Including relatives and friends) 


INOTES owing by customers, good and collectible, 
not pledged or sold___ 
i ivable. 
Trade Acceptances receival penn ee 
Merchandise, (How. valued: Cost or Market?). 


TOTAL QUICK ASSETS Owing for Rental and Taxes, (City, State, Federal) 


| Owing on Land and Buildin; ——| 
Machinery, Fixtures and Equipmen’ Nae eee TOTAL QUICK LIABILITIES eer 
Land and Buildings ‘as described on reverse side 
ving from officers or members of firm, employees Debts secured by mortgage on real property, chat- 
and others not customers. tel or other liens 
Other assets Other Liabilities 


TOTAL LIABILITIES 


——=—=—<—== NET eel 
TOTAL ASSETS |/____ 


HE TE 


TOTAL 




















On Merchandise $_ On Kuildings § 
On Machinery, Furniture and Equipment $. For Employers’ Liability $. 
Amount of Life Insurance for benefit of busin 


Is any Insurance assigned? $. If so, to whom?. 








o you pledge or sell accounts or notes owed you by customers to banks or finance companies or others?. Ii so, what amountis pledged’. 
e any of your creditors secured by mortgage or other lien? 50, hovt—— Amonnt 3. Who? 
Are any claims in attorneys’ hands or suits ‘against you?. 
Average Monthly Sales $_______ Portion in Cash_______ Portion on Credit______ Average Monthly Expense $______ 7 
Do you keep books of account? + If'so, what books of account do you keep?. 
Are the above figures ‘estimated or taken from books of account and inyentory?, 
When did’ you take last inventory?. At cost or market?, 


Is any portion of meschandise shown in above assets on consignment or conditional sale?. 1f so, give details. 


[Amount and nature of any contingent liability by endorsement or guarantee for others 
If your business property is leased, for what terms and rental? 
Give exact location of business and how Jong established there. 


revipunl business ‘experketice Aid! wet ee ees 


Name. and locality of your bank or banks. 
Please answer all questions. Where no figures are inserted, write word NONE. 


The foregoing statement has been carefully read (both the printed and written mate and is in all respects complete, accurate and truthful. 1y 


disclosea.to you the true state of my (our) financial condition on the __da eee ee Since that time there 
‘been no material unfavorable change in my (our) financial condition; and if any such rane Nake place J (sa will give you notice, Until such notice ii 


given, you are to regard this as a continuing statement., 
Name of Individual, Firm or Corporation ——__ 

Signed by. 
Date of Signing SARE ERR incesevcieeeccnoscoestooroueees BUR eee ee 


A ater ese ee 


IF PARTNERSHIP, NAME PARTNERS, 1F CORPORATION, NAMES OF OFFICERS. 





Figure 5. Form of property statement recommended by the National 
Association of Credit Men. 
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either intentionally or not, include some bad debts in 
this item. 

One test of this item is to compare it with sales, which 
indicates the efficiency of the credit seeker’s collection 
department. 

A concern with annual credit sales of, say, $48,000 
(average monthly sales of $4,000) and with total ac- 
counts receivable of $12,000 would be on what is called 
a “three months’ basis,” since the $12,000 which has not 
been collected represents three months of sales. If un- 
collected accounts were $8,000, this would be a “two 
months’ basis.” But this would not necessarily mean 
that the average time of accounts outstanding is three 
months or two months, because some sales may have 
been cash sales. Thus the comparison should be made 
against sales made on credit terms in determining the 
efficiency of collections in this way. 

In some cases, this ratio of outstanding accounts to 
sales may be comparatively high without indicating any 
real weakness. In the cotton states, for example, the 
country storekeeper may do an “advancing” business. 
That is, he may advance merchandise and supplies to the 
cotton growers on open accounts that run from one pick- 
ing season to the next, often taking his pay in cotton 
instead of in cash. Obviously, in the spring and summer, 
before the cotton crop matures, such a storekeeper’s 
financial statement may show a very high amount of ac- 
counts receivable in relation to sales, yet that store- 
keeper may be a good credit risk—depending to some 
extent on how the cotton crop turns out in his locality. 
Ordinarily, however, it is true that— 

A high ratio of outstanding accounts to total credit 
sales is a danger sign to the credit man. 


A Case of Overextension of Credit. Take the case of 
the Denver Clothes Shop. Following is its financial state- 
ment for January 18, 1925, as written up by a credit 


man: 
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DENVER CLOTHES SHOP 
Denver, Colorado 
January 18, 1925 


Assets 
GAS van aune Hatsmbeniunwi seve awe case ae eneee $ 498.73 
SOCK N cptne orice cists memos oreo aerate 28,945.13 
Accounts Receivable ...............- 16,686.29 
Notes Receivable ......6..00.ece0ee 3,069.50 
Building and Loan Stock............. 2,545.20 
HAXGULES Vere -aatteronie oe aes eens ae 6,249.95 
"LOBAN se2 soc crks oie - anced ol Maar eae $57,994.80 $57,994.80 
Liabilities 
Merchandising Indebtedness ......... $17 268.40 
Borrowed Money ..............+..-- 17,500.00 
TOtahy ne chee teas ae sles Sore $34,768.40 34,768.40 
Equity .ncicowa Wher enae. xelccitemteamtoes $23 226.40 
Total Galex’ (forthe year). 4. << <42h<% pation ee 82,000.00 
Gredit. Sales (dor, the year). 6.0. car ops css a. 32,000.00 
Expense ‘(ior the year) <i rss aoa ane ee ae 20,000.00 


The foregoing statement of facts shows a dangerous 
condition to the credit man. The annual total of credit 
sales is $32,000, or approximately $2,700 a month. Ac- 
counts and bills receivable total $19,755.79, which, 
divided by $2,700, shows this merchant to be on more 
than a seven months’ basis. 

In this case, the credit man knows that accounts and 
notes receivable should not exceed $5,500, or a two- 
months’ basis, to indicate healthy collections. 

If this merchant’s outstanding accounts and notes re- 
ceivable were on a two months’ basis, he could use his 
borrowing capacity (shown at $17,500) to cut down his 
merchandise indebtedness, and could take the cash dis- 
counts on all his purchases of merchandise. But, as con- 
ditions are with him on January 18, 1925, he will not be 
able to pay up all his obligations incurred in October 
and November, 1924, until the early spring of 1925. 
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Interpreting Notes and Acceptances. The credit man 
' also observes the amount of notes owing by customers 
and of trade acceptances in relation to open accounts. If 
notes owing are large, this may be a bad sign, depending 
upon when the notes were issued. If many of the notes 
were taken only after the accounts had become past due, . 
this would indicate that the credit seeker’s collections 
are not what they ought to be. Furthermore, some notes 
receivable may have been renewed. 

It is still a custom, in some lines of business, to accept 
notes in payment for merchandise at the time of sale. In 
this event it may be difficult to determine the net worth 
of these notes, particularly so if they are notes covering 
installment payments on products which might be re- 
turned to the seller. 

In any case, it is well for the credit man to know 
the ‘‘composition’’ of the notes receivable when this 
item is a large one; that is, what kind of notes are 
listed. 

Some of the notes may cover uncollectible accounts or 
personal obligations of the officers of a company, or 
unpaid stock subscriptions—and must be discounted 
accordingly. 

As to the “trade acceptance” item, the case is a little 
different. If the statement maker is using this instru- 
ment in the proper way, this two-name paper relates 
solely to current transactions and can usually be consid- 
ered as “good” for its entire amount—unless all or part 
of this item is serving as collateral for a bank loan. 

Total Receivables and Sales. Before passing on to “Mer- 
chandise,” the last item of quick assets, let us briefly con- 
sider total outstanding receivables on open account, 
notes, and acceptances in comparison with the total gross 
sales for the month. 

If we know the terms on which the customer sells to 
his customers, we can accurately determine whether his 
collections are keeping up with his sales. “What are 
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your usual terms of sale?” is not asked on the statement 
recommended by the National Association of Credit. Men, 
but it is often desirable to know what they are. If the 
credit seeker’s selling terms are known, the total amount 
of his receivables can be more intelligently considered in 
relation to his monthly gross sales. 

A comparison of receivables with one month’s credit 
sales will show how many months’ sales on credit are 
contained in them, and the excess of this time over time 
allowed in the terms of sale measures the efficiency of 
collections. 

The credit man wants to know the average age of a 
customer’s receivables as a means of determining the 
average length of time ordinarily required by a cus- 
tomer in making settlements on his payables. 

This in connection with a customer’s ability to borrow 
bank credit—based largely upon those receivables, such 
as notes and acceptances, which may be used as collateral 
for a bank loan—gives the credit man a fair indication 
of the degree of probability of prompt payments by a 
customer. 


Interpreting the Merchandise Item. The quick-asset 
item of “Merchandise (How valued: Cost or Market?)” 
gives the value of the goods inventory. Like “Accounts 
owing by customers,” it is capable of considerable shrink- 
age in value; and it is very easy for a customer to over- 
value certain lines of goods, yet make the valuation look 
reasonable. 

The experienced credit man finds opportunity for using 
all his merchandising knowledge and his familiarity with 
the customer’s line of business when he checks up on this 
item. If the statement is submitted during a time of fall- 
ing prices, the inventory values shown may be inserted at 
cost prices instead of at the actual market figures. But 
actual cost figures lose much of their significance when 
costs are falling; they do not then represent the true 
value of the goods. 
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_ Another aspect of merchandise evaluation is that of 
ready salability. Is the stock all salable at fair prices? 

Where a merchant’s or a manufacturer’s stock of mer- 
chandise or materials and supplies cannot be personally 
inspected by the credit man, a fair idea of how matters 
stand can be gained by comparing total inventory with 
average monthly sales. 

If the inventory does not seem too large as compared 
with the average volume of goods disposed of each 
month, this comparison may satisfy. 

But in any case, we must note carefully just how and 
when the inventory of stock was actually taken. Some 
merchants will submit inventory figures that were com- 
piled by counting only part of the stock and estimating 
the rest. If the total stock has been actually counted 
and on a recent date, and has been correctly valued— 
either on a cost or market basis, whichever is the lower— 
then the inserted figures against merchandise will almost 
always show in an odd number of dollars and cents. 
Round figures suggest approximate estimates. But, of 
course, a sophisticated credit seeker might report an ex- 
cessive inventory in odd dollars and cents. 


Granted that the inventory figures are acceptable, 
comparison of them with monthly sales will give impor- 
tant information. If the merchandise inventory equals, 
say, one month’s sales, the stock turn is then, of course, in 
the neighborhood of twelve times a year. This would be 
particularly significant in the case of a retailer if the 
~ average stock turn in his line were, say, only six times a 
year. It would indicate that here was in all probability 
a highly salable stock of merchandise, owned by a mer- 
chant who knows how to buy and how to sell efficiently 
—especially so if he sells at a fairly good percentage of 
profit. 

When we come to consider a manufacturer’s inventory, 
including raw material, finished products, and supplies, 
we find ourselves in a different situation. Because there 
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is no established resale market for many items in such an 
inventory—because the manufacturer’s stock to a large 
extent and in many cases would bring in little revenue 
at a forced sale—the credit man usually has to make a 
heavy deduction from the face value of such inventories. 
They do not count as heavily as stocks of merchandise in 
sizing up the credit worthiness of the owner. 


Analysis of Liabilities. Having analyzed and interpreted 
quick assets, let us now turn to “quick” liabilities. 

It is evident that these will hardly be overvalued, and 
revision will be upward, if any. 

One of the first questions to be asked about accounts 
payable is, “What proportion of them are past due?” 
The answer is, of course, an index to the customer’s hab- 
its of payment. We also want to know, in a general way, 
to whom bills payable are owing. This will tell us 
whether they are notes issued for the purpose of financ- 
ing or notes given in payment of merchandise. 

If the total of bills payable is heavy, we want to 
know when payments on the various items must be 
made. 

Other items appearing among the quick or current lia- 
bilities are the pay roll and such items as accrued but 
unpaid interest, dividends, rentals, taxes, etc. In short, 
quick liabilities must include all current obligations, 
whether or not they are represented by notes, accounts, 
or bills payable. : 


Interpreting Merchandise Obligations. The first item, 
“Owing for merchandise,” is divided into “Open accounts 
not due,” “Open accounts past due,” and ‘Merchandise 
notes and trade acceptances payable.” 

If the merchant is in arrears with any of his payments, 
they will be shown in these items. Any considerable 
amount listed as overdue, either on open account or in 
the form of notes, is a strong argument against further 
credit. 
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In looking over these various amounts owing for mer- 
chandise (or materials and supplies), it is a good plan 
immediately to observe the inventory total and see how 
largely the value of the stock held is represented by the 
total of these amounts owing. The item, “Owing for 
merchandise,” provides a sort of ready-made measure for 
the “healthiness” of the inventory. 


Interpreting Borrowed Money. Under “Owing for Bor- 
rowed Money,” the first item is “Due to bank.” In inter- 
preting this item, a statement from the bank or banks 
which sets forth the terms of the loan or loans—whether 
or not it is secured, and whether or not the bank is satis- 
fied to continue it—is valuable information, and should 
be required in cases where the amount borrowed is rela- 
tively large. If the loan is relatively small and the bank 
bas required full security for the loan, this may mean 
that the bank questions the borrower’s stability. 

A reasonable bank indebtedness, however, in a fair 
_ proportion to other items, is in no way a reflection upon 
credit worthiness. It may indicate ability to borrow; 
therefore, greater credit worthiness—especially so if the 
loan is unsecured. Even if secured, the loan may indi- 
cate that the borrower is utilizing some of his less liquid 
assets as purchasing power with which to take advantage 
of liberal cash discounts. 

Loans from relatives or friends are to be seriously ques- 
tioned. The borrower is likely to view such borrowed 
capital too light-heartedly. Such money is often loaned 
on sentimental grounds, and the recipient is likely to 
consider the question of its eventual repayment a matter 
of small moment. This free and easy mental attitude 
will naturally tend to extend to his methods of handling 
credit obtained elsewhere, where the extension is made 
on a purely business basis. Furthermore, borrowing from 
relatives and friends is frequently a last resort, and it is 
sometimes resorted to because the borrower feels that he 
will not be pushed for payment when due. 
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For these reasons, it is well to ascertain, in checking up 
on the statement, who the relatives or friends of the cus- 
tomer really are and why they were asked to lend money. 
Their names and addresses can be secured from the state- 
ment maker, and then they can be written to with refer- 
ence to the proposed account. The replies received will 
often intentionally or unintentionally reveal to the credit 
man just what measure of confidence the lenders have in 
the capacity and integrity of the man they are sup- 
porting. 

If personal loans are secured, this fact indicates more 
than in the case of a bank loan that the lender lacks con- 
fidence in the borrower. But giving security to a relative 
or friend is not necessarily a bad sign; it must be con- 
sidered along with other facts. Many failures have come 
to those who could readily borrow from friends and rela- 
tives without security. 


Interpreting Wages and Salaries. The next item, “Owing 
for wages and salary,” is one of the quickest of all quick 
liabilities. Sufficient cash must be on hand on a definite 
date to meet this obligation first of all. 


In examining its proportions to other liabilities, it is 
well to compare it with “Average monthly expense.” 
But, of course, the safe amount of wage and salary obliga- 
tion varies widely in different lines of business. In check- 
ing its reasonableness, we must refer to the date of the 
statement and the pay-day date; also to the average 
gross sales for the month. 


Do sales seem ample to support easily the labor charge 
listed? That is the leading question. 


Many concerns, especially if a great deal of free serv- 
ice figures in their methods of handling customers, carry 
a labor force the cost of which may be out of line with 
sales. If all the “uncharged service” comes back in the 
shape of increased sales, the policy is justified. But in 
many cases this expense is not fully covered in the prices 
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of goods, with the result that profits are materially “eaten 
up” unknown to the owners. The credit man is on guard 
against this contingency. 


Interpreting Rental and Taxes. Like wages, rental and 
tax liabilities are nonpostponable. 

Rent is interpreted in relation to the size of the busi- 
ness and the advantages of the location. In the case of 
a retail store in a populous section of a big city, a high 
rental is usually justified by the large sales obtainable 
thru this favorable location. Here, again, a comparison 
with “Average monthly sales” is advisable. 

In comparing various items of expense with the “Aver- 
age monthly sales,” it is well to make sure that the sales 
figure is correct. Sometimes this average is found to be 
only a report for the best trading months of the year. If 
there is an off season in the line, overhead may at that 
time eat up all the profits earned during the prosperous 
period. Therefore, the credit man makes sure that the 
credit seeker has reported his true monthly average of 
sales. 


‘‘Owing on Land and Buildings.’’ The last item in the 
list of quick liabilities comprises all payments to be made 
on business property that is owned but has not been fully 
paid for by the credit seeker and is to be paid within, say, 
one year. It also includes interest due on mortgage loans 
secured by the business property. 

Interest, like wages and taxes, is not postponable, and 
the larger it is in amount, in comparison with earnings, 
the more does it impair credit worthiness. 

If payments on lands and buildings are, as usual, se- 
cured by a mortgage, the credit man wants to know when 
and why the property was encumbered. If the loan 
served as a “tide over” during a trade depression, and the 
interest payments can be comfortably made even on re- 
duced earnings, such a loan may well have been a good 
_ piece of financing. But if the mortgage loan was made 


32 ANALYSIS OF STATEMENTS 


to finance an addition to the plant during a time of pros- 
perity, the interest payments and any payments due on 
the principal of the loan, while easy to make under pros- 
perous conditions, may become difficult to meet during a 
trade depression; and such payments have to be made 
far ahead of payments to general creditors who have 
made unsecured loans to the business. 

Credit men are vitally interested in the total amount 

of claims against a credit seeker which have prior 

legal right of payment over the credit he extends. 

In nearly every case, the credit man wants to know 
definitely the pressure of all fixed charges against a busi- 
ness that seeks credit from him. He knows that even 
large business houses have at times saddled themselves 
with certain fixed charges which were quite bearable at 
the time they were incurred, but which prove to be dan- 
gerous later on, when the earnings fall off without a 
commensurate fall in the fixed charges. Many large and 
apparently strong concerns added too much to their fixed 
charges during the recent post-War boom which ended 
in 1920, as explained in Executive Manual 3. 


It is apparent that credit men in particular among 
business executives need to be constant students of gen- 
eral business conditions as presented in our study of 
economic fundamentals early in this training service. 


Nonliquid Assets and Funded Debt. Let us now analyze 
those items that are listed below quick assets and quick 
liabilities. 

On the asset side, we find first “Machinery, fixtures, 
and equipment”; then “Land and buildings,” all of which 
are commonly called fixed assets, because their value is 
not readily available for paying debts. But their value 
may serve as a possible source of credit, as explained in 
Executive Manual 49; and unless they are already 
pledged as security for a loan, they add strength to the 
statement. 


INTERPRETING FINANCIAL STATEMENTS 33 


If they are encumbered by a mortgage, however, and 
particularly if the interest payments add appreciably to 
the total expenses of carrying on the business, the situa- 
tion may be unfavorable. Therefore, the credit man 
always wants to know whether or not fixed assets are in 
any way pledged for outstanding loans. He knows, how- 
ever, that a mortgage loan obtained in normal times and 
on favorable terms may be evidence of good financing on 
the part of the credit seeker; it may have been the best 
means of insuring adequate working capital. But if the 
credit seeker is operating on a barely sufficient amount of 
working capital, the mortgage loan may then be a real 
danger signal. 


In any event the credit man wants to know the inter- 
est charges, and all other fixed charges against a busi- 
ness, in relation to the total expenses of operating the 
business. This is especially important, of course, where 
large amounts of credit are sought. 

A credit seeker’s income in view of all his costs of 
doing business, and in view of changing business con- 


ditions, must be ample to insure ability to pay off 
all new as well as all old debts as they come due. 


- That, in general, is the condition of which the credit 
man wants to assure himself before he O. K.’s the grant- 
ing of credit to his customers. 


Loans to Officials and Others. When a credit seeker’s 
statement shows loans other than extensions of credit to 
his own customers, as to officers or members of his own 
firm, the credit man is unfavorably impressed. When 
members of a firm borrow from their own company, they 
usually do this to finance outside enterprises; and if these 
outside concerns develop badly, the safety of these assets 
is, of course, jeopardized. Furthermore, such loans indi- 
cate loose financing, especially so if the firm that lends 
money to its members, or to others who are not its cus- 
tomers, is compelled for that reason to seek extended 
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credit from its suppliers or is unable to discount its bills 
payable. 


If such loans are secured on stock held by the borrow- 
ing officials or others, they may not be unfavorable to 
credit worthiness. But the real value of the security 
pledged is very important. Sometimes the value of stock 
pledged to secure such loans is insufficient to meet really 
safe collateral requirements, such as the standard of col- 
lateral insisted on by a bank. 

It is wise to remember that— 

Unsecured loans to officials of a company are in 
every case to be carefully investigated. 

Nearly every credit man knows of cases where a high 
official of a company has borrowed heavily from his own 
company for private speculation, and his losses have 
forced him to cover up his borrowings until finally they 
could be concealed no longer. Then came the downfall 
of that man and his firm. 


Chattel Mortgages or Other Liens. Debts secured by 
chattel mortgages or other liens on the goods held for 
sale mean either that the business is skirting the danger 
line thru lack of capital or that, as in the automobile 
business, the purchase of some part of the stock is being 
financed by a financing company. In the latter case, the 
equity in these goods must be disregarded as an asset, 
while in the former, the moral risk must be very favor- 
able to warrant even a carefully watched credit. 


Chattel mortgages on equipment may also prove dan- 
gerous to all other creditors, since the payments on these 
mortgages may take more money than the buyer should 
take out of his business. Where this seems possible, the 
credit man must inquire as to the amounts of the monthly 
payments and how it is planned to meet them. It must 
not be overlooked that a creditor will pay his secured 
debts before he pays his open accounts since, if he does 
not, the security will be forfeited. 
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Chattel mortgages usually indicate an inadequate work- 
ing capital. Ordinarily they are, therefore, a red flag to 
the credit man. 

The Fixed-Asset Position. Many credit men largely ex- 
clude fixed assets from consideration, because they are 
not to be sold and their value is not definitely known. 

Forced sales of real estate, buildings, equipment, and 
other fixed items usually bring a price far below their 
value as appraised on balance sheets. Credit men nearly 
always are disinclined to accept the valuation placed on 
them by their owners. When they are considered by 
credit men, there must be assurance that they are kept 
in good repair and that a proper reserve for depreciation 
and replacements is provided. 

In the statements of many smaller firms, particularly 
retailers, there may be items of fixtures and equipment. 
It is always important to learn whether or not these are 
owned outright. Sometimes they are burdened with chat- 
tel mortgages and liens which must be met before other 
obligations are considered. 

How Net Worth Is Considered. A firm’s financial state- 
ment may show a substantial net worth (excess of total 
assets over total liabilities), and yet its credit worthiness 
may be weak, as when the fixed assets are shown at in- 
flated values and are far too big a proportion of the total 
assets. The credit man in determining the real value of 
fixed assets wants to know their value as fixed by the tax 
assessor as well as their value as shown on the books of 
the business. Space for this information is provided for 
on the reverse side of the standard form of statement 
recommended by the National Association of Credit Men. 

If the credit applicant has too much of his capital tied 

-up in nonliquid assets and his working capital just suf- 
fices for doing the present volume of business, he may 
find it very difficult to pay his current debts should his 
volume of business expand. In such cases, the credit 
man wants to know whether or not the top-heavy fixed 
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assets listed will provide a good basis for bank credit, so 
that the customer can properly finance expansion of his 
business. 

The main point to remember is that net worth means 
little or nothing unless the total assets and liabilities are 
accurately stated. If the assets must be scaled down, net 
worth comes down to the same extent. If certain liabili- 
ties are not shown, the net worth must be cut down to the 
extent of these omissions. Thus— 

It is only after all other elements of a statement 
have been closely scrutinized and accurately gauged 
that the true net worth of a business can be deter- 
mined. 


Where there is a surplus of profit shown, it is well to 
know whether it is to remain a part of the business or 
be distributed to stockholders; also whether the surplus 
shown was actually accumulated from earnings or came 
on the books by appreciation of real estate or invest- 
ments (in which case it should be set aside in a specially 
designated reserve), or whether it was paid in by the 
stockholders. 

Just as assets as a whole may be insufficiently fluid 
(usable for making payments of debts due), so liabilities 
may be too fluid; that is, they may mature too rapidly 
to be properly taken care of as they fall due. In such 
cases, the credit seeker might profitably provide funds 
necessary in meeting current obligations by obtaining a 
long-term loan. In many such cases, credit men can often 
help their customers by suggesting—tactfully, of course— 
the advisability of a long-term loan. * 

When there is a long-term obligation outstanding 
against the credit seeker, the credit man wants to know 
just how it is secured, when it will mature, and—if pay- 
ment is due in the near future—what arrangements for 
refinancing it have been or will be made. 


Reclassification of Items on Statements. Sometimes the 
figures which are received on a financial statement from 
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a credit seeker are reclassified on another standard form 
which facilitates pertinent comparisons, as mentioned 
before in Executive Manual 50. This form may start 
with three items—cash, bills receivable, and accounts re- 
ceivable—and space is provided for entering the total of 
these three amounts. To this total is added the raw mate- 
rial and supply inventory, the inventory of partly and of 
wholly finished products, or the merchandise inventory 
if the statement is that of a distributor of merchandise. 
Then we have the quick assets of the company. 


Assets that are slower of realization into cash are listed 
next, such as real estate, buildings, and equipment. Space 
is provided so that other assets, if any, may be listed. 


On the liability side, the amount of accounts, notes, 
and bills payable (separated into parts according to 
whom they are owed) are totaled, and are known as the 
current liabilities. To this is added the total of bonds 
and mortgages and reserves. This total, together with 
the ownership accounts—capital investment or capital 
stock, and profits or surplus—makes up the total liabili- 
ties, which, of course, equal the total assets. 


Standard reclassification forms for rearranging cus- 
‘tomers’ statements are often especially designed for par- 
ticular classes of customers. Where more than one dis- 
tinct type of customer is on the books, a standard form 
for reclassifying financial facts is developed for each type 
of customer. 


Another reason for reclassifying the items that appear 
on a customer’s statement is because it affords a better 
opportunity to check the accuracy of the facts stated on 
the original statement from the customer. 


This matter of checking credit information as to its 
dependability as a basis for deciding on credit applicants 
is of such great practical importance in executive work 
that it is taken up in detail in Executive Manual 52, 
which follows. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 


which follows. y 
use, so you need not send it in to the University. 


This check-up is entirely for your own personal 


ee a ee ee 


1. Can a credit man have as his slogan, “The cus- 
tomer is always right”? 


2. Even tho they pay promptly, a large clothing 
manufacturer strives to keep in touch with the rate of 
stock turn in all his customers’ stores. Isn’t that a case 
of being unnecessarily concerned? 


3. A jobber doing all his business on a 30-day-net 
credit basis has accounts receivable outstanding equal to 
one and a half month’s sales. Does that statement tell 
you anything important about the accounts receivable? 


4. A retailer doing 50 per cent of his business on 
monthly credit terms and 50 per cent on a cash basis 
has accounts receivable outstanding equal to one and a 
half month’s business. Does that statement tell you 
anything important about the accounts receivable? 


5. Is a financial statement without a date of any 
value? 


6. Taking all lines of business and all kinds of con- 
cerns into consideration, the inventory is a slow-moving 
asset about as often as it is a liquid asset. Do you think 
that is true? 


7. Whenever a statement shows property covered by 
a chattel mortgage, a certain credit man always makes 
it a point to have a personal interview with the appli- 
cant before extending credit. Do you think that a good 
idea? : 


8. Would you grant credit to a dealer who has $5,000 


invested in a business which regularly earns $2,500 more 
readily than to a dealer who has $2,500 invested and 
regularly earns $5,000? 


9. Do you prefer to have the cash item read, “cash 


on hand,” rather than to “cash in bank”? 
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Check 
Yes} No 





Executive Problem 51 
ANALYZING CREDIT INFORMATION 


O’Connell & Sons, manufacturers of an automobile 
accessory (a patented bumper), are located in Milwau- 
kee, Wis. 


Recently a large order was turned in by a new west- — 
ern salesman from a jobber in Los Angeles—Baird Bros., 
by name. 

The salesman reported that “Baird Bros. are well 
liked locally; they do a good business, have a reputation 
for paying their bills promptly, and are generally con- 
sidered an A-1 credit risk.” They were supposed to be 
doing a particularly good business in this particular kind 
of product, and wished shipment to be made as soon as 
possible. Otherwise it might be “necessary to fill require- 
ments somewhere else.” 

The salesman, Smith, did not send a statement from 
Baird Bros., evidently laboring under the mistaken im- 
pression that O’Connell & Sons had formerly done busi- 
ness with Baird Bros., and therefore would have detailed 
information on file. As the amount of the order was 
rather large, over $2,000, it was necessary that state- 
ments be obtained. Therefore, O’Connell & Sons in 
acknowledging the order had inclosed a statement form, 
and tactfully asked that Baird Bros. kindly send them 
their latest statement. At the same time it was implied 
that shipment would be made as soon as possible. 

A letter of inquiry had been wvitten to the Citizens’ 
National Bank, Los Angeles, which was named by Mr. 
Smith as Baird Bros.’ local bank. Also, Smith wrote that 
one of Baird Bros.’ trade creditors was the Automotive 
Accessory Supply Company, of St. Louis, which hap- 
pened to be O’Connell & Sons’ largest competitor. To 
this firm the O’Connell & Sons’ credit man had sent one 
of the regular inquiry forms, on which he wrote that an 
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initial order had been received by O’Connell & Sons requesting the 
other half of the form to be filled in with the St. Louis firm’s “expe- 
rience” and returned. 

About a week after the dispatch of the letter to Baird Bros., a 
reply was received in which they submitted a statement and a few 
sundry operating figures. However, this information was not 
entered on the form sent by O’Connell & Sons, but on one of their 
own. 


The information was as follows: 


BAIRD BROS. 
Statement of Assets and Liabilities as of December 31, 1924 
ASSETS LIABILITIES 
CHEN Betith gartn oe Mierke $ 542.65 Accts. Payable 
Accts. Receivable (Erade) ieee: fades $ 8,485.70 
Cade) es ten acts ote 8,942.50 Bills Payable (Trade) 9,348.11 
Notes Receivable Bank Loan (1 month 
(Tirade yik® Sees. 10,348.75 to maturity) ...... 5,800.00 
Mdse. Inventory...... 23,298.13 Mortgage on Bldgs.... 5,000.00 
Land & Buildings..... 8,600.00 Net Worth .......... 27,598.22 
IN CUTOS fe os os ctemeueuslace 4,500.00 
$56,232.03 $56,232.03 
Total Sales ......... $70,150.76 
Credit Sales ........ 60,243.19 
Gross Profit ......... 17,537.69 


Total Oper. Expense.. 15,004.23 

The references named were the same two transmitted by the 
salesman. Jobbers in this field were accustomed to grant standard 
terms of 2 per cent 10 days, net 30. 

The commercial-agency books (Bradstreet and Dun) gave a satis- 
factory rating, and special reports from both had been sent for when 
the order was first received, but had not arrived as yet. 

The Citizens’ National Bank of Los Angeles said nothing very 
informative, but what they did say was in no-way unfavorable. 

The Automotive Accessory Supply Company reported a favor- 
able “experience” and an unpaid item of $1,600, which was not yet 
due from Baird Bros. 

A credit bureau which thoroly covers the entire country in the 
wholesale auto-accessory field had also been asked for a report, but 
it had not yet been received. 

Thus all the information had not been received, and yet it was 
necessary to make a decision in this case or lose the order. 


Now turn to your working papers. 
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CHECKS ON CREDIT INFORMATION 
| Part I 
INFORMATION THAT SUPPLEMENTS FINANCIAL Facts 


FINANCIAL statement that, upon investigation, 
A is found to be satisfactory in itself, does not neces- 
sarily indicate credit worthiness. Information 
supplementary to the financial statement may, of course, 
either add to or subtract from credit worthiness. Some 
of this supplementary information is suggested by the 
questions that appear below the statement of financial 
facts on the form of statement shown on pages 8 and 22 
of Executive Manual 51. 

The matter of the kinds and amounts of insurance car- 
ried by the credit seeker, for example, is very important 
supplementary information, as suggested by the rela- 
tively large amount of space provided for it on the form 
of statement just mentioned. 

Prior to granting credit, the experienced credit man 
makes sure that the credit applicant is fully insured 
against losses by fire, personal injuries to employes, 
theft, etc. 


The Question of Fire Insurance. In towns that have 
poor fire-fighting equipment, fire insurance rates are usu- 
ally higher than in towns that are well equipped to fight 
fire. The risk of loss by fire varies with the efficiency of 
a town’s fire-fighting equipment. 

It is not uncommon to find a small business carrying 
too little insurance, and this exposes the creditors of that 
business to unnecessary risk. Even tho the fire insurance 
premium is relatively high, this fact does not release the 
credit seeker from his obligation to carry full protection. 
Furthermore, the higher is the premium to be paid on 
insurance, the greater should be the credit man’s insist- 
ence on full protection, for a high premium indicates a 
high fire risk. 
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Employes’ Liability and Life Insurance. In manufactur- 
ing lines, employes are liable to sustain injuries for which 
the employer is held responsible. Liability insurance 
covers risks of this kind. 

Where one man is largely responsible for the success of 
a business, and his death would be a setback to the busi- 
ness, life insurance may be carried on that man sufficient 
to cover the risk. In many cases, the death of a highly 
regarded officer of a company has adversely affected the 
credit rating of the firm in question. 

This indicates the degree of importance that credit 
men attach to good management and its perpetuation in 
estimating credit worthiness. 


Has the Insurance Been Assigned? Just as the credit 
man wants to know whether receivables have been 
pledged or sold, so he wants to know whether any insur- 
ance has been assigned. He wants to know whether the 
principal sum coming from insurance would be available 
for paying off creditors in the event of a fire or other 
serious loss against which the credit seeker is insured. 


Are Automobile Risks Insured? Many losses may be 
sustained by a business in connection with the automo- 
biles it uses in operating the business. Chief among these 
losses are those arising from accidents and collisions. De- 
livery and hauling equipment should be adequately pro- 
tected by insurance against liability. arising thru such 
contingencies, and thru fire and theft. 


Are Other Assets Pledged? If accounts or notes receiv- 
able have been pledged, the credit man investigates the 
case closely, because this is often evidence of weak finan- 
cial condition and inefficient management. All pledged 
assets are subtracted from the total resources of the credit 
applicant in comparing assets and liabilities. 

Allied to pledged assets are other creditors whose ac- 
counts are secured by mortgage or other liens, as men- 
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tioned in Executive Manual 51. The main point here is 
that credit men want to know which assets, if any, have 
been pledged to others and are not to be considered as 
“live” assets. 


The Question of Suits Pending. If suits involving the 
possibility of judgments against the credit seeker are 
pending, and especially if the judgment may be for a 
substantial amount, the credit man usually refuses credit, 
unless the credit seeker could well withstand the loss of 
the case in court. 

Often a firm whose credit is high will contest a claim 
in the courts on a question of principle, and its credit is 
in no way impaired by such action. But where the legal 
action is for settlement of undisputed debts against the 
credit seeker, and where a writ of attachment may easily 
force him into bankruptcy, then, of course, the credit 
sought is refused. 


Who Are the Credit Seeker’s Suppliers? The identity 
of the credit applicant’s present suppliers is important. 
It indicates the firms that consider him worthy of credit. 

Knowing the credit policies of these suppliers, whether 
loose or strict, whether or not they would co-operate with 
other creditors should difficulties arise, the credit man’s 
judgment is influenced accordingly. 

If the credit seeker’s other suppliers are known to 


pursue consistently sound and ethical credit policies, 
this is distinctly a point in favor of credit extension. 


The credit man then knows in advance that if diffi- 
culties with the account should develop, his firm would 
not be made to suffer for any unethical collection methods 
on the part of co-creditors. 


Co-operative creditor action has gained in favor since 
the National Association of Credit Men came into being. 
But there are still many firms who follow policies of ruth- 
lessness with debtors—at the expense of the more tolerant 
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creditors who want to co-operate with the debtor in solv- 
ing his difficulties. | 

So in looking over the names of a new customer’s credi- 
tors, the careful credit man asks himself, in effect: “If 
we give this man credit, what other firms are we going to 
be in with and how will they act in an emergency?” 


While some credit men are not influenced by this con- 
sideration, it is an important point especially for the firm 
that habitually follows a generous policy in dealing with 
debtors who are in “hot water.” 

The Records of a Credit Seeker. In dealing with small 
business concerns the credit man wants to know what 
books of account they keep. 


Many small retailers consider bookkeeping as a bug- 
bear. Their chief trouble is not that they fail to keep 
some sort of accounts, but rather that the accounts they 
keep fail to indicate whether they are making money or 
losing it. 

Even tho the credit applicant reports the use of a day- 
book, a cashbook, and a ledger, the credit man knows 
that his expenses may be improperly recorded, his method 
of fixing a price on the goods he sells may be fundamen- 
tally wrong; in short, there are a dozen and one ways in 
which he may do the wrong thing in bookkeeping—and 
consequently not know, from month to month, just where 
he stands. If this state of things is suggested by a study 
of the credit seeker’s financial statement, the credit man 
is justified in withholding credit until he has made sure 
that the applicant’s books are adequate and accurately 
kept. 

The necessity of meeting the requirements of Federal 
income-tax laws has done much to promote the accurate 
keeping of records. To-day liabilities are not so likely 
to be overlooked or undervalued as was the case before 
net incomes were taxed. This has undoubtedly been an 
important factor in lessening credit risks as a whole. 
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Whether or not a reserve is accumulated for meeting 
income-tax payments is now a point of interest to credit 
men. 


Consignment in Relation to Inventory. Another point 
supplementary to financial facts concerns consignment 
purchases as related to the inventory. 


There are still some lines of business in which selling 
on consignment is common practice, particularly in cases 
where commodities are auctioned off at public sales 
rooms. A company that purchases on consignment usu- 
ally renders an account of sales to the firm or party in 
whom title to the goods is vested until the goods con- 
signed are sold. 

Goods held on consignment have, of course, no legiti- 
mate place in a statement maker’s inventory. It is often 
necessary for a credit man to make sure that goods pur- 
chased on consignment are excluded from the stated 
value of an inventory. Such goods are sometimes in- 
cluded in the inventory thru ignorance of proper account- 
ing methods. 


The Importance of Contingent Liabilities. Occasionally 
a.credit seeker has incurred contingent liabilities by in- 
dorsing or guaranteeing the payment of another party’s 
financial obligations. This is sometimes done by a firm 
whose credit rating is good—using its good credit stand- 
ing as the basis on which it has guaranteed the account 
of some firm or individual whose credit did not suffice for 
putting thru a transaction which is of some value to the 
firm that does the guaranteeing of the account. 

If a comparatively large contingent lability of this 
kind is known to exist in any case, the credit man may 
look into the financial condition and the prospects of the 
firm whose account was guaranteed, or he may look upon 
the contingent liability in question as a definite one and 
include it among the actual liabilities of the concern 
whose credit worthiness he is estimating. 
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In any event, credit men are careful about all con- 
tingent liabilities, because these possible obligations un- 
fortunately have a way of maturing in many cases 
wherein the possibility of maturing seemed remote at 
the time the guarantor’s credit was investigated. Fur- 
thermore, credit men know that— 

Firms whose affairs are managed by well-seasoned 
business men naturally have a strong objection to 
exposing themselves as ‘‘the party of recourse’’ by 
assuming a contingent liability. 

The contingency involved in discounting notes receiv- 
able, however, is a common form of liability. The credit 
man knows that discounted notes are usually good. He 
also remembers that the goodness of any note depends 
upon the reliability of the firm signing the notes. The 
practice of discounting notes, however, is well estab- 
lished. This kind of contingent liability does not reflect 
poor management, as does the guaranteeing of trade 
credit extended to other concerns. 


The Matter of Location. In the case of retail stores in 
particular, the matter of the location is highly important. 
The credit man not only wants to know how good a 
retailer’s location is, but also whether or not the retailer 
will in all probability be allowed to remain there. If he 
owns the property, or has a long lease on favorable terms, 
this latter point is satisfied. But if it is known that the 
credit seeker has but a small unexpired portion of his 
lease still to run, and that he will then likely be forced 
out of a very desirable location thru-being required to 
pay a prohibitive rental, the credit man will give most 
careful consideration to this contingency. 
Many credit men, in appraising a retailer’s credit 
worthiness, look upon location as one of the most 
important considerations. 
It is an accepted fact in retailing that a very good loca- 
tion, where abundant trade is assured, is a very valuable, 
tho intangible, asset. A retailer’s location may well en- 
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hance his credit standing—so long as his continuance in 
that location on favorable terms and conditions is def- 
initely assured. 


If he has been long established in a good location, this 
also improves his credit standing, since in that case many 
permanent residents in the neighborhood will have estab- 
lished the habit of buying at his store. 


A lengthy occupation of one good location counts 
heavily in the credit seeker’s favor. 


It does not follow, however, that a location which is 
good at present will always remain good. Conditions 
change in nearly every locality, and strong competition 
may develop. Unless the retailer is progressive, and able 
to adapt his policies and methods to changing conditions, 
his good location—attractive as it is to new competitors 
—may mean little as a basis for credit. It is also true 
that rentals are high in good locations. A merchant must 
be progressive and efficient in order to make the good 
location pay well. Thus— 

A good location is not necessarily favorable; it may 


change in character, or the merchant may not be able 
to take full advantage of it. 


The traveling sales force can co-operate effectively with 
the credit department in finding out how efficient as busi- 
ness men are customers to whom credit is granted. The 
efficiency of the management of a business cannot be 
judged well except by observation of the actual work of 
management in that business. But, of course, the credit 
man can, in various other ways, get some idea of the 
efficiency of management in a credit seeker’s business, as 
by comparing income statements, by knowing what the 
stock turn is, how much experience the management has 
had in that business, how it weathered.a recent business 
depression, etc. 


The Attitude toward Experience. While a credit seeker 
may have been in business a long time, yet he may not 
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have developed the business very far during that time. 


Length of experience must always be measured along- 
side of what has been accomplished in the way of 
growth. 


In many cases the man of relatively short-time busi- 
ness experience is a better risk than the man of long 
experience. It is not the number of years of experience 
that counts, but it is what has been learned during those 
years. Has the credit seeker learned to keep his business 
well balanced? Is he trained in only one or two depart- 
ments of his business, or has he that all-round training 
and ability required of the executive who would make a 
real success of even a small business? 

If the credit seeker is starting a new business, his past 
experience may or may not count in his*favor, depending 
upon whether or not-it was in the line of business he is 
starting; and if not, whether or not his experience af- 
forded him a broad training in principles which apply in 
different lines of business—perhaps developed by a study 
of the principles of business management. To find out 
just how valuable this credit seeker’s experience has. been 
to him usually requires a personal interview. 


The Significance of Banking Connections. Knowledge 
of the applicant’s banking connections is supplementary 
information and helps the credit man in more than one 
way. He can write to the bank for information as to 
the credit seeker’s financial responsibility. If he finds 
that the bank has given the credit seeker even a very lim- 
ited credit rating, he knows that the bank has previously 
investigated him to some extent. 

In former years, many banks had a distinct aversion to 
speaking definitely concerning a client’s financial stand- 
ing, but this disinclination to give credit information has 
now largely disappeared. It is realized in banking circles 
that creditors can, on occasion, perform the same useful 
service toward the banks themselves. 
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Such are the more important forms of information 
that supplement the statement of financial facts. Note 
that they are asked for in the questions on the standard 
form of statement shown on pages 8 and 22 of Execu- 
tive Manual 51. 


The signature of the credit applicant at the bottom of 
that statement makes him legally responsible for the 
accuracy of both the financial facts as filled in at the top 
of that statement and his answers to the supplementary 
questions which follow the statement of financial facts. 
He is also liable for any willful suppression of important 
facts which, if known, would lead to refusal of credit. 
Furthermore, the wording of his declaration imposes an 
obligation on him to make known to his credit extenders 
any material weakening in the conditions of his business 
that may subsequently occur. 


THE CREDIT MAN’S MENTAL PROCESS 


We can now see that the credit man must consider a 
large number of related facts in arriving at his decision 
in any case; that he must be able fairly to discount any 
facts that cannot be taken at their face value. His judg- 
ment is formed by a truly judicial process. He must be 
‘absolutely impartial in his findings. 

In discounting information, he must not prematurely 
assume any willful deception on the part of the credit 
seeker, altho he knows that credit seekers often, and 
naturally, strive to paint an attractive picture of their 
credit worthiness. Let us remember that— 

Any discounting on the part of the credit man should 
be, after all, merely the expression of a judicial atti- 
tude of neutrality, pending a firm conviction that the 
extension of the credit sought will or will not be 
justified. 

In this matter of making a decision as to credit worthi- 
ness, the credit man’s mind should be like the supersensi- 
tive pointer of a scale used in scientific weighing of very 
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light objects, where the least weight in either scale pan 
will noticeably deflect the pointer. 


The credit man weighs not only tangible values, such 
as payables and receivables and inventories, but also in- 
tangible human values in the form of truthfulness, integ- 
rity, “backbone,” and business capacity. In addition, he 
has to consider important factors outside the credit 
seeker’s control, such as his market, its buying power, 
the nature of competition, and the trends of change in 
such factors. Where some of these external factors are 
unfavorable, he weighs their possible influence in view 
of the ability of the man or firm to cope with them. 

In this matter of reaching a decision as to credit worth- 
iness, the statement of financial facts serves only as a 
good basis with which to start. 

Notwithstanding its vouched-for character, the signed 
statement should never be considered as a document 
in which all the representations should be accepted 
without confirmation. 

To take that attitude toward a statement of facts 
would be to invite frequent losses. 


The Attitude toward Bank References. Confirmatory 
evidence in support of the credit seeker’s signed state- 
ment is naturally looked for first from the bank refer- 
ences. 


A bank’s opinion is usually accurate and exact, tho 
reserved. Banks want to hold their customers, like every- 
one else. If they unreservedly gave every known fact 
concerning one of their customers, their candid statement 
might conceivably prejudice his credit-obtaining powers. 
Such a result might react to their detriment. It might 
limit the development of a good customer. Or, if the 
customer should find out that his bank had not supported 
his request for credit, he might transfer his account to a 
bank which would better protect his interests. 


The experience of many credit men is that bank refer- 
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ences usually tell them very few of the things they most 
want to know. In addition to reasons for the caution of 
banks above mentioned, there is also the banker’s ethical 
position, which imposes upon him the seal of confidence 
in certain matters relating to customers’ accounts. But— 
Whatever else may be said about bank references, 


any information they do supply is likely to be 
exact. 


The Use of Trade References. An interesting situation 
has developed with respect to a customer’s references to 
his present suppliers. 


In former days, suppliers, if direct competitors, were 
reluctant in giving information to other houses. If they” 
did supply it, they would probably make it short, merely 
saying that the credit seeker in question had handled his 
account satisfactorily with them. But, of course, such 
a statement could conceal several things. It could mean, 
for example, that the party inquired about ranked with 
them as “prompt pay,” but only because they kept after 
him on collections so closely that he was forced to give 
them the preference, to the possible detriment of other 
creditors. Such a statement might also conceal the fact 
that this account was one of the voluntary “prompt dis- 
counters,” in every way a most desirable one to handle. 


To-day, however, the names of competitors as refer- 
ences are more valuable. Competitors now know the 
value of interchanging credit information, and they co- 
operate to an extent undreamed of a few years back. 
Many of them, as members of the National Association 
of Credit Men, come to know well the credit policies and 
methods of other concerns with whom they co-operate. 
Knowing the general credit policy that is applied by a 
house to whom a credit seeker has referred, the credit 
man can intelligently interpret a report from that house 
in the light of its known credit policy. 


But sometimes a credit applicant will give as a refer- 
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ence the name of a large firm whose credit requirements 
are known to be very strict—in the hope that his order 
will be shipped before a report is received from that 
reference. Again, some credit seekers have been known 
to keep two or three running accounts promptly paid up, 
for use as references when they want to get credit in 
other quarters. 


It is obviously advisable in some cases to get reports 
from creditors who have not been given as references. 


The credit-interchange bureaus affiliated with the na- 
tional association—as explained in Executive Manual 
50—which are composed of members who exchange com- 
plete ledger experiences, are a great aid in securing re-— 
ports as to who are the credit seeker’s suppliers and what 
their experience has been with him. A member of one 
of these bureaus who desires information as to a certain 
credit risk, obtains from his bureau a complete statement 
as to the party’s transactions, showing how he has han- 
dled his accounts. 

Where a firm is a member of some industrial or trade 
credit association, designed to protect the interests of 
firms engaged in that particular trade, it is usually pos- 
sible to utilize that association’s organization for procur- 
ing facts concerning a prospective new account that will 
check with, or differ from, the statement submitted by 
the credit applicant. Trade associations are often in 
better shape to give timely credit information than are 
the mercantile agencies, simply because they specialize in 
a limited field, and because their members, owing to their 

common interests, afford one another better co-operation. 


How Salesmen Can Help. As emphasized previously in 
this training service, traveling salesmen afford a splendid 
source of information—if the credit man has properly 
educated them to render entirely unbiased versions of 
conditions as they find them in and around the prospec- 
tive customer’s premises. Also, traveling men may ex- 
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change information among themselves, even when work- 
ing competitive lines. 
Much information that has an important bearing 
upon credit worthiness comes from salesmen. 

The experienced and well-trained credit man knows 
how to give co-operation to salesmen, as well as get their 
co-operation. He can often save a good customer for the 
salesman by constructively helping that customer out of 
a financial hole. He can employ good-will building meth- 
ods in handling credit matters with the salesman’s cus- 
tomers, making it easier for the salesman to hold and 
develop his customers’ accounts. Constructive help to 
the sales department in that manner is the best basis on 
which to ask for and expect to get the co-operation of the 
sales force in supplying important credit information. 

This whole matter of the contacts of the credit man 
and his department with other departments of the busi- 
ness, and the constructive help a credit man can give to 
the customers of his house thru his various contacts with 
those customers, is a vital part of training for executive 
work. These contacts will be considered in some detail 
in Part II of this executive manual. 
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Part II 
CoNTACTS OF THE CREDIT DEPARTMENT 


NE of the most valuable characteristics of a good 
() credit man is ability “to sell” co-operation with 

his department to the other departments of the 
business. 


There is still a tendency in some firms for other depart- 
ment heads to discount the value of the credit man’s 
activities. Sales managers and their men in particular 
are inclined to look upon the credit department as an 
unnecessary handicap in building up sales. Where this 
is true, it may possibly be warranted by the crude work 
of the credit department in some cases; but nearly always 
the cause is the fact that the credit manager has not 
learned how to “sell” his department to other depart- 
ment heads; he probably has not been keenly interested 
in the success of every other department. 

By suggestion, inference, and direct instruction, a 
credit man must bring each one of his brother execu- 
tives in the business to understand that no business 
transaction is complete and no profit is made until 
the collection of the account is an accomplished fact. 

Once other executives in the business understand this 
fact, they are more inclined to co-operate with, and are 
less inclined to criticize, the credit department, which 
needs their co-operation, and also needs their realization 
that the credit department may be wrongfully blamed for 
poor work elsewhere in the business. 


How Poor Work Elsewhere Affects Credit. In one case, 
the factory did not maintain the quality of the product. 
Customers complained, and the claim-adjustment depart- 
ment mishandled many of these complaints. There was 
consequently delay in making collections—and one of 
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the measurements of the efficiency of a credit department 
is the size, number, and length of time of accounts over- 
due. The credit manager was blamed for his poor 
showing. 


That is not an exceptional case. 


_ In another case, the shipping department ignored a 
routing instruction. The customer was dissatisfied and 
held up his payment of the account in retaliation. The 
credit man got the blame. 


That, too, has happened more than once. 


Again, a salesman, in accepting an order, made a prom- 
ise of terms of sale that could not be allowed under any 
conditions. The salesman knew this when he took the 
order, but the credit man was blamed when the order 
was canceled because the house could not accept the 
terms offered by the salesman. 

All dissatisfactions of customers resulting from poor 
service or rash promises elsewhere in the business 


may reflect discredit on the credit man unless he 
takes measures to protect his department from blame. 


A successful credit man has a live interest in nearly 
everything that other departments are doing, and he has 
the sanction of other department heads for having this 
interest. He has persuaded them of the fact he needs to 
be well acquainted with their activities; they know how 
the quality of their work affects collections. They know 
that— 

The credit man has two dominating thoughts in mind 
—to keep only a reasonable amount of his firm’s 


capital tied up in receivables, and to keep the amount 
of bad-debt losses down as low as possible. 


The more successfully he is doing those two things, 
the more effectively is he co-operating as a factor in effi- 
ciently financing the business. He cannot do those things 
well without co-operation from other departments. In 
gaining this co-operation, there must be frequent inter- 
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changes of ideas between himself and other department 
heads. 

The credit man should nearly always be a leading 
member of his firm’s council table, for he controls the 
distribution of his firm’s loans of purchasing power. At 
these conferences he has the opportunity to impress upon 
his associates his dependence upon them, as well as to 
impress their dependence upon him for protection against 
' losses of payments on the product or service that they 
supply. 

The sales manager, for example, can be shown that 
many of his salesmen, in their eagerness to make sales, 
may fail to make plain the terms of sale to their custom- 
ers, or they may convey the idea that the terms of sale 
are elastic, or they may try to meet competition by prom- 
ising terms that violate the credit policy of the house. 
Salesmen in general are inclined to do those things unless 
they are handled right by their sales manager—and it is 
up to the credit manager to get the sales manager’s co- 
operation to the end that he will train his men to parry 
out the policies of the credit department. 

In co-operative matters the credit manager’s contacts 
should be with the sales manager rather than direct 
with the salesmen. 

In dealing with the sales manager, the credit manager 
should always be as eager to give co-operation—where 
what is wanted does not conflict with established credit 
policy—as he is eager to get co-operation. This applies 
to all interdepartmental relations of management. 


SOME PITFALLS FOR CREDIT MEN 
Let us now briefly survey some of the dangers or pit- 
falls faced by the credit man in his various contacts. 
First, in his contact with customers, there is the ever- 
present danger of taking something for granted. 
The credit manager of an exporting house in New York 
accepted the account of a corporation that produced some 
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wonderfully fine references from well-known business 
men. He did not verify these references by an agency 
report or by asking to see the credit applicant's latest 
financial statement. 

For some time this new customer discounted his bills 
and the volume of orders increased. But suddenly pay-. 
ments on invoices ceased. Then this credit man found 
out that this new customer had been losing money on 
his enterprise from the start; and now, when the show- 
down came, the claims of the merchandise creditors were 
in a hopeless condition owing to a prior claim on the 
assets in the shape of a large bonded indebtedness. 

Thus taking it for granted that the credit risk was 
sound in this case because one of the elements in gauging 
credit worthiness was exceptionally reassuring (the refer- 
ences in this case) illustrates a pitfall into which a credit 
man would frequently be plunged unless he observed the 
fact that— 

One element of a credit investigation may seem to 
establish credit worthiness beyond doubt, while other 
elements will plainly show sufficient weakness to 
warrant refusal of credit. 
_ That is why a credit system, such as that outlined in 
Part I of Executive Manual 51, provides automatically 
for a complete investigation of credit worthiness in each 
case. 


The Pitfall of Fast Expansion. Customers whose busi- 
nesses are developing fast often prove a pitfall to the 
credit man unless he watches these accounts closely. 


A young man started up in business as a jobbing con- 
tractor. He approached an Eastern hardware concern 
for credit on the purchase of tools and supplies. His in- 
tentions were evidently good, and as his personal refer- 
ences were satisfactory, a small account was opened. 


His contracting business prospered and his line of 
credit was increased. The account looked likely to de- 
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velop into an important one. The young man supported 
his requests for increased credit with excellent financial 
statements. So far, so good. 

But this young contractor’s early success led him to try 
to develop too rapidly. He took on bigger contracts than 
he was financially able to handle. He overreached his 
borrowing capacity, and was unable to meet payments 
due to his creditors. One of these brought suit and filed 
an attachment order. The young man was forced into 
bankruptcy and the hardware house above mentioned 
could get only 25 cents on the dollar. 

The pitfall in this case was the laying of too much 
weight on personal initiative, enterprise, and ambition— 
without well-rounded training in financing a business. 
The experienced credit man knows that— 

Customers whose businesses are expanding rapidly 
must be watched closely to anticipate any of the 
financial troubles that may arise from expanding too 
rapidly. 

This precaution is particularly necessary during boom 
times, for general booms in business activity have a way 
of more or less suddenly ushering in reactions or crises, 
as fully explained in Executive Manual 3; and it is dur- 
ing times of prosperity that many business men are 
inclined to let their ambition expand and get the better 
of their judgment. 


Fraud and Changes of Ownership. Perhaps every credit 
man of long experience can point to one or more cases 
wherein his firm has been “stung” by a fraudulent credit 
seeker. 

One method of fraud is where the credit seeker has pur- 
chased a small business that enjoys a good credit stand- 
ing. The new owner, in order to allay suspicion, assumes 
the name of the party whose business he has purchased. 
He continues the business under the same firm name. 


The new owner then begins to buy freely from all 
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quarters, trading on the old firm’s good credit standing. 
To avoid suspicion, he places orders, in many quarters 
for quantities of goods that look reasonable to credit men. 
The goods purchased are reshipped to a confederate in 
some distant city, where the goods are promptly disposed 
of for cash. By the time the payments to the suppliers 
are due, the schemers will have disappeared—meanwhile 
having also sold off the stock of goods in the small store 
they had purchased. 

Cases of this kind have occurred wherein creditors 
have sustained aggregate losses running over $100,000. 

While credit men are always on guard against fraud 
of one kind or another, their attitude toward buyers in 
general is not too greatly influenced by the fact that here 
and there they may be dealing with a dishonest customer. 

An attitude of suspicion on the part of a credit man 
somehow is nearly always communicated to custom- 
ers, and reacts unfavorably against sales. 

It is a mental pitfall to be shunned by credit men in 
particular. While a credit man must check the accuracy 
of facts in each case, he must at the same time do this, 
and do it thoroly, without a feeling of suspicion—for all 
our feelings have a way of expressing themselves to 
others whether we would or not. 


CONTACTS THAT ARE CONSTRUCTIVE 


Let us now turn to those contacts with customers 
which result in building up customers into stronger and 
more intelligent business men; for the credit man is in 
a strategic position to be of great service to his custom- 
ers in helping them develop their businesses into stronger 
and more profitable enterprises. 

For many years it has been the custom of most credit 
men to leave this matter of educating their customers 
into better business policies and methods in the hands of 
traveling salesmen. The salesmen are usually more in 

the confidence of customers than anyone else in the busi- 
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ness, and they also have more frequent direct contacts 
with customers. But salesmen, as a rule, are well quali- 
fied to advise their customers only upon sales problems. 
It is naturally difficult for a salesman to give advice on 
purchases and economical stock control, and especially on 
any general matters relating to the financing of a cus- 
tomer’s business—unless he has had broad training in 
business management. 


The credit man can be more of an unbiased adviser on 
various matters, apart from their effect on immediate 
sales to a customer. He wants to build up a customer’s 
purchases from his house; but, as custodian of his firm’s 
credit, he knows that no sale is complete until the bill is © 
paid. And so he is more inclined to advise a customer 
in such a way that every effort of a customer shall be 
toward improving his business methods and making him 
more worthy of the credit man’s confidence. 


How a Wholesale Clothier Gives Constructive Aid. One 
large firm of wholesale clothiers strives to help each of 
its customers turn his stock at least four times a year.’ 
If a customer fails to reach a monthly sales total at least 
equal to one-third of his stock, these wholesale clothiers 
take it upon themselves to ascertain the reason. Retail- 
ers who carry their goods exclusively are not so loaded 
up with stock as to make the four stock turns a year . 
impossible. 


This wholesaler’s sales force is required to limit the 
orders it takes to what the retailer can confidently sell. 
The only way in which more goods can be sold to a cus- 
tomer is to have that customer sell more goods to con- 
sumers. Thus this firm’s salesmen are keenly alive to 
the problem of helping their customers sell more goods. 
This applies, however, only to customers who carry this 
wholesaler’s brand of clothing exclusively. If a customer 
also sells other brands of clothing, then the salesman fol- 

_lows the plan of selling that customer as much as possible 
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of his brand. But they have found that the plan of pro- 
tecting the “sole trade” customer against carrying too 
much stock in relation to sales is a wise policy. 


‘This same clothing house also makes the taking of the 
discounts it offers to customers a matter of compulsion. 
It takes the position that if customers are unable to take 
the discounts, their business will soon become insuffi- 
ciently profitable for them to continue as good credit 
risks. Their customers are practically forced to obtain 
a line of bank credit unless their own capital suffices to 
finance the discount taking. Thus-this wholesale house 
throws the responsibility of financing the retailer onto 
his local bank. 


Another point involving sound retail merchandising 
lies in the method of handling inventories. Here also 
this same firm of wholesale clothiers has established its 
standard for the retailer. It has devised a system of per- 
petual inventories which each customer is recommended 
to install, so that he may each day know how his stock 
stands in relation to sales—whether it is running too low 
or too high—and control his purchases accordingly. The 
favorable effect of this kind of stock control on the credit 
worthiness of customers is apparent. 


When the Credit Man Helps the Customer. In general, 
a wholesaler or manufacturer wants his customers to be 
as prosperous as possible. To that end he often helps 
them resell his goods, and helps them in other ways, as 
already suggested. The credit man counts heavily upon 
the business ability of those to whom he grants credit. 
His losses are nearly all traceable to inability in efficient 
business management. Frequently this inability les in 
the system of bookkeeping and accounting kept by a 
customer. 

Many small retailers habitually keep their store ac- 
counts in a chaotic condition. Frequently, therefore, a 
credit man is faced not only by the problem of getting 
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a true and reliable statement of financial condition from 
a customer, but also by the problem of getting him to 
put his accounts into such shape that he will be able to 
render a statement that is reliable. 

In matters of this kind, the credit man has to act with 
a great deal of tact. He finds out first of all whether or 
not the retailer is keeping a strict account of all his store 
expenses. Many small merchants neglect to keep ac- 
count of their miscellaneous expenses. While they may 
“nut down everything,” often several unrelated items of 
expense will be lumped together in the same column in 
a hopeless way. 

Where such a state of affairs is suspected by the credit 
man, as revealed in the apparent defects in a customer’s 
statement of condition, his best plan is to make a per- 
sonal call on that dealer or have a competent assistant 
make the call, and undertake to explain personally the 
requirements of a satisfactory system of store accounting. 

The essential thing for the credit man to know is the 
ratio of the customer’s monthly expenses to his average 
monthly sales, as explained in Executive Manual 51. 
This is often of much greater importance than his esti- 
mated net worth. It is clear that a credit rating, espe- 
cially if it is to be the basis for continuously supplying a 
customer with credit, can logically be founded only upon 
the average of net profits. To base a credit rating upon 
an estimated net worth alone would be to base it merely 
upon the chances of collection of the account in the event 
of bankruptcy. This alone, of course, is not a sound basis 
on which to grant credit. 

While the anticipation of what would happen in the 
event of insolvency is considered in establishing a 
credit rating, the prospective relation of current in- 


come to current outgo is the focal point of a credit 
investigation. 


When a customer’s trade is poor and he is facing a 
general price decline in his market, it is not good policy 
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at such times to go easy with him on collections, even tho 
his net worth is satisfactory. If his market is falling, he 
will probably have to take a loss anyhow; the longer 
he puts off marking down his goods to prices at which 
they will sell, the more will he stand to lose. 


Helping Customers When Prices Are Falling. A great 
many retailers do not realize that they must sometimes 
take losses, or they fail to realize this fact until it is too 
late. If they are loaded up with stock at high prices, 
and the market subsequently falls, their tendency nearly 
always is to endeavor to put off taking the losses. They 
are in hopes that the market will recover and thus en- 
able them to sell at least at some profit. If their market 
has previously been abnormally high, these hopes nearly 
always are not realized—and the losses are the greater 
the longer they hold out against taking them. 


Where this state of things is felt to be the case, the 
credit man has only one logical course open to him. If 
he goes easy with a customer when an account matures, 
he is to that extent encouraging that customer to hold 
out for higher prices than will be paid and thereby crip- 
pling his sales volume as well as increasing the losses 
that he must finally take anyway, as previously ex- 
plained. 


The right policy in such cases is to inform the cus- 
tomer that payment will be rigidly insisted upon when 
due, so that the latter will then be forced to liquidate 
at realizable prices some of the stocks he has been holding 
in the false hope of a market recovery. It is simply a 
case wherein the credit man is forced to hurt in order to 
cure. Forced collections are the knife used in this opera- 
tion. The cure is brought about by compelling the retailer 
to take his losses before the situation gets out of control. 


It-requires the exercise of sound’ business judgment to 
know when such a situation really exists. It is here that 
a thoro all-round knowledge of business conditions in 
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general is so valuable to the credit man who is required 
to regulate the firm’s credit policy. He must know just 
what is the current period of the business cycle, as ex- 
plained in Executive Manual 3. Should he be mistaken, 
and should a general price decline fail to materialize, the 
close collection policy, if too rigidly enforced, might actu- 
ally cause losses to his customers rather than help them 
to evade losses. Many retailers and others might be 
stampeded into making forced sales—sales which, under 
the circumstances, were not really required—and lose 
profits which, with a little more patience, they might 
have realized. 


This matter of helping the dealer to conduct his busi- 


ness along the most profitable lines requires some- 
one who is able to take every factor into account. 


It is rare for anyone to be able to do this unless he has 
learned to take the credit man’s viewpoint on the prob- 
lem of properly financing a business, as well as the view- 
point of a salesman who ordinarily thinks in terms of 
attractive displays, advertising, and courteous service to 
customers. 


Meeting a Period of Slow Business. Let us further look 
into this matter of counseling the customer along wise 
lines when a period of trade stagnation is in progress. 
At such a time many small merchants—and some of the 
fairly large ones, too—will think they are acting wisely 
when they quit buying altogether. 


What soon happens when this policy is followed is 
that before long the customer’s fast-selling lines are com- 
pletely sold out. The profit made on these quick-moving 
goods helps the customer at least to cover his expenses 
of operating the business. He thus avoids a diminution 
of his working capital. But if he does not reorder these 
“best sellers,” his sales will soon fall flat, because, at 
least for the time being, it is these lines that are sustain- 
ing the business. These sales may provide the customer 
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with sufficient cash for his most urgent requirements. 
He may be able to carry on—perhaps “breaking even”— 
until such time as his market improves. In the mean- 
time he can be working to dispose of his temporarily 
“frozen” inventories—to clear them up at a profit if pos- 
sible; but to clear them up by all means. 


Undoubtedly, this advice to the retailer, promptly to 
reorder quick-moving goods, is essentially a salesman’s 
job, but it is necessary for the credit man to appreciate 
its importance to the retailer. If he does not, he may be 
inclined to withhold credit from the retailer at a time 
when the latter absolutely must have credit to be able 
to reorder quick-moving stock. At such a time, a moder- 
ate credit limit, on short terms, is usually sound policy, 
provided the retailer utilizes it solely for the purpose of 
obtaining fast-selling lines, and pays for them promptly 
at maturity. But— 

Whether or not the credit man will enable a retailer 
to carry on during a time of business depression 
depends: upon the credit man’s appraisal of the 
retailer’s character and capacity. 

In other words, the merchant thus supported must 
have had a good record, and he must not be the kind of 
~man who will settle up accounts of other and older credi- 
tors and let his newer liabilities “ride.” If he were to do 
that, a credit man would feel justified in promptly “put- 
ting the screws on”—not, of course, with the idea of 
putting him out of business, but in order to teach him 
the error of his ways. 


When Defensive Leniency Is Necessary. It will some- 
times happen where a firm’s collections have been loosely 
handled, and where the credit man has been a little too 
lenient with a customer in granting credit, that this cus- 
tomer’s indebtedness to the house may become so swol- 
len that it would not pay to drop him, even tho he may 
have shown unfair discrimination in settling with other 
creditors. 
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In such cases, the credit man’s aim is to protect the 
interests of his house. That is the first consideration. 
If, incidentally, this first consideration entails a policy 
of further temporary leniency toward the debtor, that 
debtor is fortunate. 

There is a lesson for the credit man in such cases—a 
lesson that should be emphasized as follows: 

When the necessity for defensive leniency arises, the 
credit man learns a lesson: that leniency in the early 
stages of failure to pay may, and often does, require 
greater leniency later on. 

It is the application of a policy of close and fair ‘col- 
lecting, right from the start, that is the best safeguard 
against having such cases arise. 


Correcting Faulty Pricing by Customers. In not a few 
cases, credit men find that their customers go astray in 
regulating their profits thru adopting a faulty method of 
price mark-up. By mark-up is meant establishing a sell- 
ing price by marking up the cost price. The aim is to 
fix the price at a point which covers the cost plus the 
expense of handling and selling and leaves a satisfactory 
profit. 

The common method of figuring mark-up has been to 
establish the retail selling price, as yet an undetermined 
figure, at 100 per cent. Then the cost of doing business 
—also expressed as a percentage based on the volume of 
sales—as found from past experience, is deducted from 
this 100 per cent. From the remainder is deducted the 
desired percentage of profit on sales. 

What is left of the 100 per cent (the selling price) is, 
of course, the percentage which the cost of the goods 
bears to the retail selling price. The sales price (repre- 
sented by 100 per cent) can then be determined simply 
by dividing the actual cost price of the goods delivered 
at the store by the cost percentage as just obtained. This 
will give the sales price—arrived at by considering the 
cost figures as a definite percentage of the sales price. 
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Cost Finding for the Retailer. Allied with the ques- 
tion of the mark-up in fixing prices is, as above suggested, 
the method of establishing true costs. 

It is easy to assume some figure like 25 per cent 
of sales as the cost of doing business. But is the retailer 
really sure that his total expenses average some one fixed 
percentage of his income from sales? 

Credit men who serve small retailers know that the 
number of small merchants who habitually underesti- 
mate their total cost of doing business is very great. 

Statistics on the causes of failures reveal many cases 
where the management of the bankrupt concern did not 
know they were losing money—that they had been un- 
derestimating their costs of doing business. This is true 
in the case of many failures among manufacturers as 
well as merchants. 

Many of these manufacturers and merchants, if they 
had known they were constantly losing money, could 
undoubtedly have taken steps to remedy their condition 
before the final collapse came. But in a great many cases 
the true cost facts are not known—and do not become 
known until perhaps a receiver for the company finds 
it out. 

Credit. men nowadays like to have assurance that 
those to whom they grant credit are able accurately 
to figure their costs of doing business. 

As it is in the case of price mark-up, so it is in the 
matter of cost keeping for retail stores—the credit man 
of the larger house has an opportunity, if he will exercise 
it, to show his customers just how to figure costs, so that 
they may know accurately what it is costing them to do 
business. Knowing his costs in some detail—as fully 
explained later in the section of this training service that 
deals with accounting and statistical control—the cus- 
tomer has a guide for controlling his expenses and pro- 
moting sales along more profitable lines. 


Common Errors in Figuring Costs. Here at this point 
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in our training for executive work we can briefly go over a 
few of the common errors many retailers make in figur- 
ing up their costs—showing some of the corrections that 
credit men can make in the cost figuring of their custom- 
ers. These errors are as follows: 

1. Store premises—neglecting to charge the business with a 


fair rental on premises owned by the business or its pro-. 
prietor. 


2. Management—neglecting to charge the business with a 
fair salary for his own services on the part of a manager 
who is also an owner. 


3. Stores drawn for private consumption—when the owner 
draws goods from the store for his own personal use, and 
fails to credit the business with the sales price. 


4. Incidental services—neglecting to charge the business with 
the full cost of every kind of “free” service rendered to 
customers, such as deliveries, packing, and repairs. 


_ 5. Expenses prorated—neglecting to deduct the proportion- 
ate amount of prepaid expense, such as rent and taxes, 
prepaid in the current period of account, that properly 
belongs to the next period, and so improperly inflating 
the total cost over and above what it should really be for 
the given period. 


6. Expenses omitted—neglecting to charge into cost, items of 
expense that have accrued, but which will not become 
payable until the next period has begun. 

Such are just a few examples of cost errors which are 
commonly made by the smaller business concerns, and to 
which the credit man can call the attention of his smaller 
customers in order to make sure that they are not over- 
estimating or underestimating their costs of doing busi- 
ness. 

These customers can then be shown how to provide 
for their costs and profit in their sales prices. By divid- 
ing their total cost by the total of sales for one period, 
they obtain a percentage-of-sales figure which can be 
applied in mark-ups, as explained in previous pages. For 
example, if average monthly sales are $5,000, and the 
average monthly cost of doing business is, say, $900, then 
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900 divided by 5,000 equals 18 per cent. In making the 
sales prices, 18 per cent must be included as the cost of 
doing business. 

Altho, in a small retail store, it is well thus to secure 
general percentage of the cost of doing business plus the 
desired profit out of the sales price of each individual | 
item, if possible, this is not always possible, nor neces- 
sary. It may be, and usually is, well to consider each 
line or item by itself. If one item in stock is turned 
many times a year and the cost of handling that item is 
relatively small, then, of course, a good profit can be 
made on the sale of that item when it is priced lower 
than necessary to cover the general percentage of cost on 
sales as a whole. 


The Value of Stock Taking. Another merchandising 
matter of interest to credit men is the retailer’s method 
of handling his inventory. Probably there are still a few 
retailers, here and there, who hardly ever take stock. 
They may take an estimated or theoretical stock count 
and feel that it answers the purpose. If the credit man 
has dealings with any who do not periodically take stock 
by actual and complete count, he has opportunity again 
for constructively helping these customers. 

A true stock valuation should be insisted upon in 
any statement of condition, prepared by actual stock 
counting and valued according either to prices paid 
or to the present market value, whichever is lower. 

In the job of actually taking stock, the retailer usually 
gets a good lesson in buying. He sees with his own eyes 
what lines have not sold or have sold very slowly; also 
what stocks have moved out fast. He will then more 
aggressively strive to improve his stock by eliminating 
the very slow-selling items and by adding to his variety 
of fast-selling items. Thus in encouraging retailers really 
to count their stock periodically, the credit man indirectly 
impresses the retailer with the fact that goods remaining 
indefinitely on his shelves represent money tied up in 
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the business, which, if he had used better buying judg- 
ment, might now be earning profits for him. 


Why Constructive Help Is Important. Every credit man, 
of course, does not handle a large number of accounts 
with small merchants. But those whose duties in the 
credit field do bring them into contact with many small 
business enterprises can well afford to give much atten- 
tion to devising ways and means of constructively help- 
ing these customers to conduct their businesses along 
more secure and profitable lines. The important point to 
remember here is that— 

The more generally that constructive work is done 
by credit men, the less will be the losses from fail- 
ures of small accounts. 

Better accounting methods, better sales and stock rec- 
ords—more exact knowledge of the results it is getting 
from month to month—will greatly help the small as well 
as the large business concern to turn its stock more fre- 
quently, and to earn larger profits on invested capital— 
with far less risk of loss to its creditors. 

This matter of constructive help to a credit man’s 
customers should always be made a matter of policy in 
the credit department. How the credit man develops his 
policies will be fully covered in the next executive man- 
ual (53). That manual will be of considerable impor- 
tance in training for executive work in any department 
of business; for one thing that marks executive leader- 
ship is ability to develop sound business policies. 

Executive Problem 52, which follows, will complete 
the foundation for full realization of the training in the 
development of policies as gained in Executive Man- 
ual 53. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 
use, so you need not send it in to the University. 








Check 


1. Do you consider fire insurance an essential protec- 
tion to a firm in business? 


2. A general store of long standing in a West Virginia 
mining community suddenly became insolvent because 
of temporary slack operations in the coal business. 
There were ten creditors in ten different lines of busi- 
ness, all nationally known. Do you think any of those 
creditors would be justified in throwing that store into 
bankruptcy ? 


3. Can a salesman be expected to give unprejudiced 
credit information? 


4. If a bank reference wrote in answer to an inquiry, 
“The information which Mr. So-and-So has given you 
is absolutely correct,” would you interpret that as an 
unqualified approval of credit extension? 


5. Collections were slow, and the owner criticized the 
credit and collection manager, who stoutly maintained he 
was not at fault. He maintained the real trouble was in 
the order-filling department, where poor judgment was 
used in handling shortages. Could the credit man by 
any chance be right in this case? 





6. Satisfactorily to cover expenses the gross profit of 
a certain trading concern should be 35 per cent. A line 
of articles costing $48 a dozen was marked for sale at 
$5.40 each. Did that selling price offer a safe margin? 
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Executive Problem 52 
CONSTRUCTIVE CREDIT WORK 


In December, 1924, the Lumber Mill Equipment Com- 
pany, a $5,000,000 concern, manufacturers of lumber and 
woodworking machinery, located at Newark, N. J., re- 
ceived an order for machinery from the Northwestern 
Sash & Door Company of St. Paul, Minn., a new account. 
The order called for about $4,000 worth of woodworking 
machinery, to be used for meeting a steady increase of. 
business which was anticipated. 


The situation in the building trade in the Middle West 
had been good for some time, and prospects were that 
during the coming spring it would continue highly active. 
Moreover, the labor situation had been gradually adjust- 
ing itself. 

Mr. Lloyd, the sales representative at the Chicago 
branch, had gone to St. Paul, and had sent in the North- 
western’s latest financial statement: 


Northwestern Sash & Door Company 
Statement of Assets and Liabilities as of November 30, 1924 


ASSETS LIABILITIES 
Cash on Hand and Capital 

mm ipankss\ eves $ 1,335.19 Stock .$25,000.00 
Accounts Receiv- Less 

able. sah douedies 12,071.91 Treasury 
INGtGS:,) 2 6S eda 5,997.44 Stock. 4,100.00 
Lumber ae 11,077.36 —_— 
Coal Inventory. . 140.39 Stock Outstanding. $20,900.00 
Other Assets....... 443.40 Accounts Payable.. 11,600.45 
Plant and Buildings 5,000.00 Notes Payable..... 9,500.00 
Real Estate ....... 13,563.86 Accrued Interest... 206.49 
Delivery Equipment 2,838.46 Surplus .......... 17,946.53 


Office Equipment.. 1,144.41 
Machinery Equip- 


MONG cetacsvsenavers ae 5,395.10 

Yard Equipment... 453.91 

Coal Sheds ....... 692.04 
$60,153.47 $60,153.47 
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In connection with this statement Mr. Lloyd wrote, “Of the Notes 
Receivable, $1,050.00 cover accounts which are past due. They 
seem very optimistic about collecting these, but it is very doubtful. 
Some $6,000 of notes payable have been renewed for three months 
at 6 per cent. The creditor holding these notes seems to believe he 
will eventually be paid. There are no cash sales.” 

Mr. Lloyd also sent a profit and loss summary for the fiscal year 
ending November 30, 1924. 


Pirentory INOV i ON 1928 es. cohort oar ee ass $ 8,785.00 
Pmchaces During Year ved acc ise sis.nain ecctere cracaecmee 136,080.56 
Balaries avid (Par Toll, ¢ sccsics da vc.<o-kewve oda bcudeae 51,318.03 
MHOC RAMU ROONSG Colt. G Since hic ikis dei ols « Gs oe SOS Geen 15,785.13 
Peat OG LOSSER Ete: sche vc ihoss acc stein’ mess ais vines be 2,436.75 
$214,405.47 
DGS ena R sh toi Ses ot Ac sinh tare Aw <n $204,735.25 
OGAL EMPODEO seca shane 4 aweda fei $214,405.47 
Less Inventory Nov. 30, 1924....... 11,077.36 
USOCNGTy BOD ateiy ta oo toe sate 6 ve oes —— 203,328.11 
POG ON Saas at ign avi oo hess ys ene ee oette ns $ 1,407.14 


In addition there was a paper from Mr. Lloyd with these nota- 
tions on it: 

$6,500 of real estate pledged for payment of renewed notes 

payable. 

No claims in attorney’s hands. 

Northwestern Co. in business 25 years. 

References: 

1. Metro Exchange Bank, St. Paul, Minn. 

2. Commonwealth Lumber Co., Grand Rapids, Mich. 
3. Industrial Lumber Corp., Chicago, IIl. 

4. Acme Lumber Co., Kansas City, Missouri. 

Employes’ liability insurance is adequate and delivery equip- 

ment is covered against accident liability. 

Fire insurance: plant, $3,000.00; machinery, $4,000.00; yard 

equipment, $400.00; office equipment, $500.00; lumber, 

$8,000.00. 

Mr. Nash, the credit man, knew he must clear up the doubtful 
spots before he could decide, so he wrote to the various associations, 
agencies, and other sources which he depended upon regularly for 
information. At the end of a week replies to his inquiries began 
coming in. 
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The rating books of both Bradstreet and Dun gave satisfactory 
ratings. The special reports substantiated the data which Lloyd 
had submitted. 


It seemed, according to these reports, that a year and a half pre- 
vious, the ownership had changed hands. The-concern had been 
prosperous up to then, but evidently there had been friction among 
the new owners. The largest shareholder, a real estate man, per- 
sisted in buying vacant property near the plant, and had been sink- 
ing considerable money in the improving of it. This had antago- 
nized the others, who had banded together and had succeeded just 
recently in ousting the real estate expert. The former managers 
were now on the job again, and hopes were high for a quick re- 
adjustment, especially in view of the fact that prospects for busi- 
ness were good and orders were coming in in fine shape. There was 
no fire or bankruptcy record. 


The Lumberman’s Credit Association gave the ledger experiences 
of four firms who were not given as references as follows: 


$ 600 due. Slow but collectible. 
1,500 due. Slow and unsatisfactory. 
2,100 due. 15 days slow. 

3,000 due. Slow but collectible. 


The references, all of whom are well-known firms in the trade. 
reported: 
$2,000 due, Commonwealth Lumber Co. Prompt and satis- 
factory. 
400 due, Industrial Lumber Corp. Prompt and satisfac- 
tory. 
1,800 due, Acme Lumber Company. Slow but collectible. 
The Metro Exchange Bank wrote that so far as it had had deal- 
ings with the Northwestern it had found the firm entirely reliable 
and satisfactory. Now take up your working papers and proceed 
to analyze this company’s situation and decide whether this $4,000 
order could be accepted profitably. 
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ESTABLISHING CREDIT POLICIES 
Parte. 


GENERAL CREDIT POLICIES 


the kind that characterizes the high-grade execu- 

tive. His work consists very largely of passing 
judgments on difficult cases which require careful weigh- 
ing and balancing of favorable and unfavorable facts and 
factors, as we have seen in preceding manuals. These 
judgments are in accord with credit policies for the 
soundness of which the credit man is responsible. He 
also, of course, has to see to it that all his assistants 
properly carry out his policies. 

One of the important policies of the credit man—a 
policy that has much to do with daily routine in the 
aredit department—is based on the fact that the credit 
rating on any one account can never be considered as 
_ permanently fixed; that conditions, either inside or out- 
side the business of the customer, may change at any 
time, so that it becomes necessary to handle the credit 
account of that customer differently from what it had 
been handled. The mass of information that is con- 
stantly flowing into the credit department must be dili- 
gently sifted for indications of change in the status of 
individual accounts. 


Classification of Credit Accounts. While the credit man 
keeps a watchful eye on all accounts, he is naturally more 
watchful of some accounts than of others. He, of course, 
watches most closely those accounts that look as tho they 
were developing badly, and might, if left uncorrected, 
sooner or later result in loss to his firm. 


1 
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To facilitate his watchfulness, the credit man usually 
classifies his accounts in some such manner as follows: 
Discounters. 
Prompt pay. 
Slow pay. 
Bad. 

Tn each of these classes are found certain accounts that 
seem to remain immovable in that class, altho changes 
in the classification of many accounts are not infrequent. 
The credit policy is, of course, to have as many customers 
as possible in the discount and prompt-pay classes, for 
these accounts are nearly always the most profitable. 
The credit man knows that—_ 

The collection of accounts costs money, and laggard 
payers may give so much trouble that the handling 
of their business becomes unprofitable. 

Every business has many “static” accounts, which re- 
main in the same class year after year. But these 
accounts nevertheless need to be watched for signs of 
change. Classification facilitates this watching, but does 
not do away with its necessity. The credit man always 
guards against taking things for granted, as indicated in 
Executive Manual 52. He not only watches all accounts 
for signs of change, but he is all the time working for a 
change—for the better—in all those “static” accounts 
which are slow pay; and he tries to change the prompt 
payers into regular discounters. 


Every business also has some accounts which are first 
in one class and then in another. Their payment meth- 
ods are always changing, regardless of their ability to pay 
from time to time; altho in many of these cases, they 
pay as promptly as possible. Their changes in class may 
be the result of changes in business conditions, or they 
may give the preference in payments to other creditors 
with whom they are more eager to maintain a good 
credit standing. If they are irregular in their payments 
for the latter reason, the credit man’s handling of the 
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accounts—or, it may be, the services rendered by his 
house—has not been the kind (as it should have been) 
that makes these “irregulars” want to stand well with 
his house. An important day-to-day credit policy, there- 
fore, is that— 


The cause of irregular methods of payment by a 
customer should be determined wherever possible. 


Some Causes of Irregularity. It is with these “irregu- 
lars” that our credit man has to expend most of his 
watchfulness. He must determine the reasons for each 
change. . 


He may find that the cause of irregularity lies in the 
way in which his collection department has been handling 
the account. In many cases, the real cause is to be found 
in the work of the credit man’s own organization, includ- 
ing his collection department. We shall fully consider 
efficient collection methods in Executive Manuals 54 
and 55. 


The credit man is particularly interested in the cause 
of irregularity.in any case where the change has been 
from the prompt-pay to the slow-pay class. 


Is the customer in difficulties? If so, why? Has he 
overbought? Has one of the house’s salesmen loaded 
him up with lines that he cannot possibly sell? Has 
someone else’s salesman done so? Are the customer’s 
own collections difficult? If they are, why? Has he been 
too indulgent with his trade, allowing accounts to run on, 
and making but weak efforts to collect them? Is his trade 
too small compared with his cost of doing business? 


All these questions, and many others, are in the credit 
man’s mind as he scrutinizes the ledger record of an ac- 
count that has been getting into bad shape. One or more 
of the above questions may indicate the reason. The 
credit man wants to be sure that he finds the true cause 
of slowness in paying. Then as soon as the credit man 
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definitely knows why an account is slow, he is in good 
position to handle that case effectively. 


Very often it will happen that the customer needs con- 
structive suggestions. He may have erred—quite un- 
wittingly—in any one of the above-mentioned ways, or 
in others. He needs the guiding hand of an experienced 
credit man to put him back onto the right track. In con- 
structively helping his firm’s customers, a credit man not 
only often saves his firm, and other firms, from loss, but 
he also lays a good foundation on which his firm’s sales 
department can build up more profitable accounts. 
There is also a gain to society as a whole when the credit 
man saves a business from failure. Even the failure of a 
small business has some weakening effect upon the eco- 
nomic structure of its community—a sprain that takes 
time to mend. 


When Bad Accounts Develop. It is the experience of 
most credit men that open accounts seldom get into 
really bad shape suddenly. But bad accounts usually 
develop slowly. 


One customer may have been a prompt discounter for 
years. Then the credit man may notice that he has 
skipped taking a discount—the first one in years. Of 
course, this may mean nothing; it may have been purely 
an accident. On the other hand, there is always the pos- 
sibility that this first skip is the forerunner of others to 
come. If others do come, the credit man knows that 
something is wrong. He then finds out. why this account 
is passing its discounts. 

If the customer is missing discounts, he is missing 
profits; and if he is missing profits, his account will 
become a less desirable credit risk. 

Of course, when an account takes a turn downward 
from the discount class toward or into the slow-pay class, 
as shown by recent collections, there are two very obvious 
steps for the credit man to take. 
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First, he reviews this customer’s credit file, to see if 
there is any information there that may possibly dis- 
close a reason for his getting into difficulties. Quite 
likely the information may need bringing up to date, 
and it may be necessary to procure a special report on 
him. If the credit man is a member of a credit-inter- 
change bureau, its services are utilized; or the firm’s trade 
association may prove useful; or some member of the 
sales force may be in this customer’s territory, and be 
able to call on him. The important thing is to make sure 
that the special information is timely, up to date, and 
accurate. 


Once he knows the cause of the trouble, the credit man 
can, if advisable, alter his terms and take steps to bring 
this customer back into the prompt-pay fold. That is 
the second step. 


The Collection Department Offers Help. Some of the 
large mercantile houses include in their collection plan 
certain letters designed to acquaint the customer whose 
settlements have become tardy with certain fundamental 
principles of business management which he must apply 
if his business is to prosper. They will explain, for ex- 
ample, the gain of profit that comes from taking dis- 
counts. They will also tactfully offer to help him 
straighten out his financing plans and procedure if his 
finances are in such bad shape that he cannot take advan- 
tage of discounts. 

Missionary work of this kind is part of the credit man’s 
duties. It is mentioned in connection with collections, 
because credits and collections are so closely interwoven 
that it is difficult to think of them separately. Naturally, 
the credit man is largely held responsible for collections, 
as explained in our introduction to credits and collections 
in Executive Manual 7. 

It is generally considered as good organization to have 
the credit man responsible for getting the customer to 
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improve his business methods, whether this is done di- 
rectly in connection with collections or with credit-grant- 
ing activities. The credit man knows the conditions that 
existed when the account was first taken on, and he 
knows what changes have taken place. Therefore, he can 
make intelligent and tactful representations to the cus- 
tomer, showing what departure the customer has made 
from the sound business plans or practices he was fol- 
lowing when his account was first accepted. 

Also, when a certain measure of leniency in collecting 
may seem desirable, it is, of course, the credit man who 
decides how far such leniency should go. It is well to 
remember that— 


The ultimate aim of a credit policy is more than 
merely to get the money; it is to build good will and 
to promote the prosperity of customers. 


The Credit Man as a Good-Will Builder. No other execu- 
tive can build good will more effectively than can a credit 
man whose policies and practice are sound. His good- 
will building process begins with the confidence he shows 
in a customer’s credit worthiness when he first accepts the 
account. It is continued by his sympathetic attitude 
toward that customer’s difficulties, if that customer later 
asks for consideration to which he is not, strictly speak- 
ing, entitled. 

It is helpful advice tactfully given by the credit man 
at times when the customer’s judgment is wrong 
that, mainly, builds good will. _ 

Emphasis should be placed on “tactfully given” in the 
fact just mentioned. When the credit man is “brutally” 
frank at times when a case requires “heroic” attention, 
he may temporarily offend his customer. But as soon 
as that customer comes to realize the correctness and 
justice (and the honesty) of the credit man’s stand in 
the matter, the amount of good will gained, in the end, 
by being frank will often be greater than if the credit 
man had tried to handle the case “with gloves.” Some- 
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times the greatest diplomacy lies in “brutal” frankness. 

Contrary to general opinion, a credit man has an un- 
usually good opportunity to build good will for his house. 
His customers, many of them, strongly desire to have his 
' good will toward them; and when they know they have 
it, what is more natural than their eagerness to recip- 
rocate? 

The experienced credit man knows the power of his 


own feeling of good will toward his customers, as a 
means of securing their good will for his house. 


In this important matter of securing good will, the 
credit man need not play second fiddle to the salesman. 
The salesman may be too obviously self-interested; the 
customer knows that the salesman is out to sell and may 
not be sure that the salesman desires to sell only those 
items and qualities which serve the best interests of his 
customers—for he knows that not every salesman really 
has the customer’s best interest at heart. 

But the credit man’s position is different from that of 
the salesman. When in contact with the credit man, the 
customer usually feels he is dealing with a man who is 
willing to lend a sympathetic and confidential ear to the 
-customer’s troubles—a man who understands the cus-. 
tomer’s financial difficulties and can show him the way 
out of those difficulties; a man who, if it be to the cus- 
tomer’s best interest to hold off from buying for a time, 
will not hesitate to say so. 

The Credit Man’s Infiuence When Troubles Arise. When 
a customer lets his account with the house get into bad 
shape, the credit man who has handled this customer 
from the start has a very powerful influence which he 
can exert to bring that customer back into the ranks of 
the discounters. The customer knows that the credit 
man (if he is an efficient credit man) is genuinely inter- 
ested in his welfare; for the credit man has made it clear 
that he is not so much concerned with the amount out- 
standing on an account, as he is with the fact that the 
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customer is acting contrary to certain principles of good 
business management. 
In dealing with troubles of all kinds, the efficient 
credit man takes the customer’s viewpoint in show- 
ing him just where he is losing out, and what he must 
do in order to put himself in good shape again. 

The credit man does not refer to the interests of his 
own firm—how its safety demands caution in extending 
further credit. He knows that his firm’s welfare and the 
customer’s welfare interlock. He can genuinely show 
appreciation of the customer’s viewpoint, and he can 
show that his interests, in the dispensing of credit, are 
from beginning to end identical with those of the cus- 
tomer. That is a fundamental policy employed by suc- 
cessful credit men. 


The Credit Man’s Status. For this policy to be success- 
ful in bringing back slow-pay accounts into the discount- 
ing class, it is essential that the credit man have that 
absolute authority in credit matters which alone can 
make his decisions carry full weight. If he is under any 
pressure whatsoever from other departments, his deci- 
sions will not always be in accord with sound judgment. 

The sales department, for example, may desire the 
O.K.’ing of certain orders which the credit man knows 
will inevitably lead to trouble in the way of difficult col- 
lections. He must then have the authority to say “No.” 
He may know the customer has not used good judgment 
in ordering, and that the stock ordered will fail to move 
as quickly as the customer and the salesman think it 
will. 

Likewise, when the company’s treasurer has decreed 
that every dollar’s worth of receivables must be promptly 
brought in and liquidated, the credit man should have 
the authority to decide as to certain exceptions to be 
made in carrying out this policy. All accounts are by no 
means alike. The credit man knows that he is dealing 
with human beings who respond in different ways to the 
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same kind of treatment. He knows the special difficulties 
that beset each customer—and so when others in the 
house, less experienced than he, wish to put on pressure 
for collections, he is the one who is able to “pour oil on 
troubled waters” in individual cases. By opportune 
leniency, he can avert trouble with certain customers— 
and save many good accounts that otherwise would be 
lost. 

The policy of an efficient credit man is to handle his 

accounts individually, not collectively. 

Authority of the kind above suggested is, of course, 
not given to the inefficient credit man. He must win his 
right to authority by ample demonstration of his ability. 
Every time he makes a sound decision fearlessly, using 
good judgment after weighing all facts in a case, he takes 
a step upward in authority. Every time his decision 
turns out to have been wrong, he learns something that 
will cut down his percentage of wreng decisions in the 
future. There is no credit man who has not made mis- 
takes—and there is no efficient credit man who has not 
been able to profit by his mistakes. This-is also true of 
executives in other departments. 


Handling the Customer of Bad Faith. Let us now con- 
sider how the credit man handles a customer of bad faith, 
one whose slow-pay habit is from another cause than 
that of unskillful handling of his business. He may be 
the customer who will impose upon any leniency that a 
credit man will allow. But no efficient credit man will 
permit unwarranted imposition on his leniency; he is 
considerate and indulgent only in cases where the. debtor 
co-operates with him to the fullest extent. Where a 
customer resorts to the game of playing one creditor 
against another, or to any other kind of sharp practice, 
the credit man handles that customer with an iron hand. 


A’ seasoned credit man is lenient in deserving cases, 
where the character of the customer is good; but he 
is as ‘‘hard as nails’’ with dishonest customers. 
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Control of Discretionary Power. While a credit man 
should be free to use his own best judgment in handling 
individual cases, as previously stated, he will remember, 
in using his discretionary powers, that he must comply 
with the fundamental law of successful business financ- 
ing, which says that— 

A firm’s working capital must not be tied up in 
receivables beyond the point of an admittedly safe 
proportion of receivables in relation to the monthly 
sales. 

What this safe proportion is at any given time depends 
considerably upon the period of the business cycle. In 
a period of depression, or of trade decline, for example, 
the generally accepted policy is to be extremely cautious 
in extending new credits. But many old customers of 
the house may be given liberal extensions at such times— 
unless the credit man’s own company is very hard pressed 
by its own creditors. 


When the period is one of prosperity, or of trade recov- 
ery, the credit policy will then usually be more liberal. 
New accounts will be accepted with greater freedom; old 
customers will have their credit limits extended, if asked 
for. During times of general improvement in business 
conditions and particularly in a prosperous period, it is 
only the exceptionally inefficient business that cannot 
make money. The risk of greater freedom in extending 
credit is less then than in times of depression. But— 

During good times, easier credit granting carries 
with it closer collections, for if customers are mak- 
ing money readily, they should beable to pay 
promptly. 

There is no excuse for slow collections when business 
on every hand is good. 


The danger during these prosperous periods is that 
almost invariably much new credit is extended to firms 
and individuals who ordinarily would not be given any 
credit facilities at all. At such times a host of newcomers 
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will become eager applicants for credit. These new- 
comers—most of them—will make money only while the 
good times last. Many of them will fail utterly to read 
the signs of a change in business conditions, to say noth- 
ing of preparing for a change. Instead of conserving 
their resources for the coming drop, they will squander 
their easily earned profits extravagantly, so that when 
the decline sets in, they will be caught asleep with high- 
priced inventories to be liquidated at a loss. 

A credit man has to be extremely wary of these new- 

comers during boom times. It is difficult to deny them 
credit altogether, for pressure is brought to bear upon 
the credit man from all directions. The sales manager 
may intimate to his superiors that the credit man, if 
he turns these risks down, is deliberately driving business 
away and robbing the house of possible profits. And 
these superiors, in turn, will naturally investigate to 
make certain that the credit man is interpreting his 
credit-granting powers liberally enough. In such circum- 
stances, the credit man must understand the signs of 
change in general business conditions, as explained in 
Executive Manual 3, and be able to defend this policy 
and its application against his critics. 
The credit man who sees the end of a period of 
general prosperity just ahead, with falling prices and, 
consequently, financial difficulties among many of his 
customers, and who has the courage to stand on his 
convictions, restricting further credit, reducing existing 
accounts, and shortening terms where possible—that 
credit man deserves recognition from his firm. His action 
is as important as that of the salesman who lands unusu- 
ally larger orders. It must be remembered that— 


A missed order entails only a loss of profits, while 
miscalculations in granting credit carry with them 
not only the loss of profits but the loss of a goodly 
portion of the firm’s working capital as well. 


Extending Credit During the Post-War Period. The 
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truth of the foregoing fact was brought home to many 
firms all over the country just following the post-War 
boom. 

But, as stated in Executive Manual 3, credit men who 
were well grounded in economic fundamentals foresaw 
the oncoming depression of 1920-1921. Late in 1919 they 
adopted a policy of declining all business that did not 
come from unquestionably safe sources. Their stand was 
the more tenable at that time as a result of the large 
volume of orders which poured in from customers whose 
financial condition was strong enough to withstand the 
depression when it came, and who also were anticipating 
this depression and were preparing for it. 


Preventing Loss on Bad Accounts. Now and then the 
best of credit men, especially if he is dealing with a large 
number of customers, will be likely to have one of his 
good customers get into serious financial difficulties— 
with his house as one of this customer’s large creditors. 

How shall such cases be treated? 

Being one of the principal creditors, the credit man 
must come to some acceptable agreement on procedure 
with the other creditors. That is the first step. 

The credit man in this case will in all probability work 
toward an agreement that will keep this customer in 
business, so that his account may be saved for the house, 
as well as pay its debts at “100 cents on the dollar.” 

The important thing to decide is whether or not there 
exists any possibility of getting this customer’s business 
ultimately back on a sound profit-earning basis. If this 
possibility exists, it is sound policy temporarily to con- 
centrate upon the job of co-operating with the debtor 
to help him get back to solvency. This in many cases 
involves the giving of additional credit extension so that 
the debtor may have the time and the opportunity to 
put his affairs in order. 


Obviously, the first thing such a customer has to do 
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is to reduce his operating expenses, then reduce his inven- 
tories and receivables. This will enable him to reduce 
some portion of his total indebtedness. When he has 
carried out this move as far as practicable, the right 
policy then is to make him pay cash for what he buys. 
This compels him to concentrate on securing fast stock 
turnover by very careful buying, and to employ strenu- 
ous economy in running his business. Then he may be 
able gradually to liquidate his past indebtedness. 

This policy of helping a virtually insolvent debtor back 
on his feet should be followed, however, only when the 
credit man’s house has a substantial interest at stake. 
In granting a protracted extension along the lines sug- 
gested, the credit man must be sure that the unfortunate 
customer is in every way acting honestly, and that he 
has considerable business ability as well as good char- 
acter. In such cases, the debtor’s difficulties may have 
been caused by factors and influences outside his busi- 
ness and over which he had no direct control. If so, 
there is all the more reason why the credit man may 
well help him “come back” rather than try to get all, 
or as much as possible, of the debt paid as soon as 
possible. 

Such are some of the more general credit policies 
applied by experienced credit men. Let us now, in Part 
II of this executive manual, briefly survey the policies 
and practice of retailers who grant credit to consumers. 
Then, in Executive Manuals 54 and 55, we shall analyze 
the credit man’s collection problem, as such, and develop 
our ability to handle collections. 
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Part IT 
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REDIT extended by retailers to consumers affects 
C the credit structure all the way back, thru whole- 

salers and manufacturers, to the producers of raw 
materials. If consumers do not pay their accounts, the 
retailer’s ability to pay his accounts to wholesalers and 
manufacturers is adversely affected. If the retailers can- 
not promptly pay their accounts, the wholesaler’s ability 
to pay is adversely affected, etc. The whole credit struc- 
ture, in fact, rests ultimately upon retail collections. 


The Difference Between Wholesale and Retail Credit. 
There is a difference between wholesale and retail credit 
granting. 

Whereas a merchant or a manufacturer obtains credit 
in order to augment his purchasing power as a means 
of making more money, the consumer obtains credit in 
order to buy something that does not influence his income 
—except to claim it as soon as it comes in. 

Much of retail credit is granted, not because the con- 
sumer must either have credit or go without buying what 
he wants, but because the retailer simply desires to meet 
the consumer’s convenience. Yet much credit—particu- 
larly installment payments, as treated later on—is 
granted to consumers of necessity. There is an impor- 
tant difference between those two kinds of retail credit— 
the purely convenience kind and the necessity kind. The 
latter obviously entails greater risk than the former. Let 
us first briefly survey “convenience” retail credit service, 
which entails the lesser risk. 
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The Retailer’s Charge Accounts. “Have you a charge 
account with us?” 


“Yes, and please deliver the goods.” 


That is a familiar question and answer in many retail 
stores. The retail customer who thus “charges” his or 
her purchases finds it a great convenience. 


But how about the retailer? Is it so convenient for 
him? 


The sales clerk may have to identify the purchaser, 
ascertain whether or not the balance against his or her 
account is still under its monthly limit, and have the 
charge O. K.’d by someone higher up. Then the items 
charged have to be recorded and billed at the end of the 
month. 


A simple process—yes. But there are two sides to the 
policy of granting retail credits: these are advantages 
and disadvantages to the retail merchant. There is the 
expense of carrying the charge accounts and making 
collections; and there is the risk of some loss on bad 
accounts—altho the credit man knows that nearly all 
people are honest. If credit worthiness is properly estab- 
‘lished in each case, the retailer’s credit losses will be a 
very small percentage of the total of charged purchases. 


Figure 1 shows a form used by one retailer in Chicago 
to give him facts concerning the credit worthiness of 
those who want to open charge accounts. The questions 
asked are few and simple. But answers to them tell a 
great deal about credit worthiness. If the applicant 
does not own real estate or have a savings account, or 
has lately changed his living address or his occupation, 
further inquiries are made in addition to writing his 
references. 


Like the credit man who handles credit in other busi- 
ness concerns, the retailer’s credit man must have the 
courage to refuse credit where it is clearly not war- 
ranted. 
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THE BRIGGS DEPARTMENT STORE 


You may consider my application for a monthly account, 
bills to be paid in accordance with your customary terms, be- 
tween the Ist and 15th of the month following that of pur- 
chase. 

INI G Fc sscheposeesins atop ecb con ante ee Bee ae ee 
Residence address 22220 -2c.ipce-ctees ee ee ee en 
How. long at. this address.cc02.0.. 2 icc ec eee ee 
BUSINCSS, « BCA TORT Se aacaa cp cecoa cece cuececeeeg Boe wanes evaon cane eee 
TRSTTVY SEARING acess oS ce ccc cern conte ncn eae eee ee eee ec ae eee 
Meeupationy ick Lessa escent cnccaeg ees ee 
Married ‘or isingles.:...i2.2sacbhete ee 
Wame..of pty bans fe seed eee ee dake 
Savings. or. checkin? :atcOUnnt 1c .rceoccn ct ee 
Lown’ realestate at NO. a eo Street 


Date Pee ec ccce eweer cee e 


Figure 1. A form to be filled out by applicants for credit at one 
retail store. 


_ The retailer’s credit man watches permanency of the 
location of the residence of the credit applicant. Stability 
of location usually characterizes an established business. 
But with the individual consumer. who has no ties to 
hold him, the case is different. Therefore, the credit- 
granting store finds out what ties there are in each case 
which will tend to hold the credit applicant in his town, 
as indicated by the questions concerning length of resi- 
dence and ownership of real estate. 


Regularity and Source of Income. In granting retail 
credit, regularity and source of income are important. 

A bookkeeper who has held his position with his firm 
for a number of years, even tho his salary is moderate, 
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may be better retail-store credit risk than is, say, a 
carpenter, who, thru the conditions in his trade, may 
sometimes be out of work for long periods each year, 
or suddenly move to another town where work in his 
trade is more plentiful and wages are better. 


Precariousness of employment always counts heavily 
against credit worthiness. But other factors, such as 
ownership of real estate and accumulated savings, may 
counterbalance this deficiency. 


The retail credit man knows that once a charge ac- 
count has been opened, and its monthly credit limit fixed, 
its discontinuance is not likely to follow unless the cus- 
tomer becomes repeatedly slow in his monthly settle- 
ments, or some damaging fact happens to be learned by 
the credit-granting store, such as the loss of a good 
source of income. 

The probable permanency of a regular source of 
income is a vital consideration when credit is first 
granted by a retail store. 

As in the case of granting credit to business firms, an 
information file is kept up by the retailer’s credit man. 
Some large retailers have clerks who regularly examine 
‘all public records relating to real estate transfers, chattel 
mortgages, garnishments, bankruptcies, death notices, 
and the like. When any such transactions or events 
concern one of the store’s customers, the information is 
promptly recorded on. his or her credit card. 


Establishing Retail Credit Limits. The retail customer’s 
credit limit is, of course, based mainly upon the size of 
his regular income. 


If all buyers could be relied upon to use good judg- 
ment in making their purchases, charge-account limits 
might be dispensed with. But the store must have a 
check on poor judgment and on excessive purchases 
which, perhaps, are in part induced by the fact that pay- 
ment will not be due on them until next month. 
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Strong desire to possess merchandise often outweighs 
good judgment of ability to pay for it. 

That is a very common human weakness. If there 
were no limit on accounts, much overbuying—and very 
difficult collections—would be the result. Credit limits 
must be carefully fixed, because efforts to collect overdue 
accounts often result in lost customers. 


Some retail stores will inform their credit customers 
about their credit limit at the start; others inform them 
only when the total of monthly purchases in any case 
runs too high. The former policy is generally considered 
the better. 


What shall be the basis for establishing a credit limit 
for a retailer’s customer? 


One large department store limits a credit account 
to about half the size of the credit applicant’s regular 
income. But most stores consider the regular income 
in relation to expenses other than purchases at their 
stores; they want to know how much the regular monthly 
income exceeds regular expenses. A growing savings- 
bank account is an ideal guide to the right limit. It is 
much more important than a checking account, regard- 
less of the size of the monthly balance. In fact, no great 
importance can be attached to a checking account alone, 
and particularly if it is not a long-standing account. 


Blending Facts in Forming Credit Judgments. Where 
the regularly accruing expenses are difficult to determine, 
the credit man must blend a number of facts of different 
kinds. He knows the applicant’s gross income. From 
this total it becomes a question of deducting regular 
monthly or periodic claims on this income which must 
be paid prior to paying his account at the store in ques- 
tion, such as rent, or installment payments on his home 
or on some other purchase, insurance, and other more 
necessary living expenses. 


But perhaps the most significant question of all is: 
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Does the credit applicant live up to, or under, his regular 
income? If he does not save money, is he the kind who 
would, if he could, try to make a show of wealth in his 
mode of living? The retailer’s credit man is always 
chary of the individual who apparently pretends to be 
better off financially than the facts in the case warrant. 
If given credit at all, his limit is sharply pared down. 


While most people are honest, dishonest people are 
likely to try to get retail credit, because often a merchant 
does not understand how to investigate a credit risk, or 
lacks courage to refuse credit in doubtful cases. But 
retailers in general are to-day more and more follow- 
ing methods of credit investigation similar in principle 
to those followed in granting credit to business firms. 
Like wholesalers and manufacturers, most retail stores 
co-operate with one another in exchanging credit experi- 
ences, safeguarding each other from loss. Let one store 
suffer a loss thru a customer’s dishonesty, and that cus- 
tomer will probably find it impossible to open an account 
anywhere else if a report of his delinquency is passed © 
on to any store where he tries to open another account. 


Exchanging Retail Credit Information. The Retail 
Credit Men’s National Association is effectively getting 
local dealers to realize the desirability of co-operating in 

credit matters. 


The exchange of retail credit information has not been 
organized on a nation-wide basis, as in the wholesale 
field, because the retailers’ field of co-operation is natur- 
ally confined within a comparatively small radius. But 
local credit bureaus and exchanges are organized. They 
serve as a clearing house of information about nearly 
every individual in their locality. Many merchants find 
the services of these local organizations indispensable. 
These local credit associations also do considerable work 
for wholesalers and manufacturers who are investigating 
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retailers in their localities, as mentioned in Executive 
Manual 50. ; 

The organizations for carrying on this work vary with 
the locality. Sometimes they are privately managed for 
profit, but usually they are managed co-operatively by 
local merchants for the purpose of giving an effective 
service at a minimum cost. 

Credit co-operation between retail stores in one locality 
is usually confined to reporting each other’s experience 
with an account inquired about. Whether this co-opera- 
tion is organized in the form of a local exchange bureau 
or is merely an informal and courteous exchange between 
two or more stores, it is an important kind of protection 
against the so-called “dead beat.” 


Interviewing the Credit Applicant. Retail stores, in 
opening charge accounts for local residents, almost inva- 
riably arrange a personal interview with the applicant. 

In these interviews, the retail credit granter has an 
opportunity to put his knowledge of human nature to 
good use. He must secure some information of a kind 
which the applicant may feel is “none of his business.” 

As in granting credit to business firms, the retail-store 
credit man first puts the credit seeker entirely at ease, 
and leads him or her to speak freely, knowing that— 

Few people can keep up a sustained conversation 
about themselves without revealing much of impor- 
tance about their characters and private affairs. 

The credit man has a good ear for.pertinent bits of 
information, and he is skilled in “putting two and two 
together.” He does not let any unwise comment on 
his part dam the flow of words. His aim is to get all 
the information available that is relevant to the credit 
worthiness of the applicant. Passing judgment on the 
facts in the case can wait until he has all the facts avail- 
able—to be considered as a whole. 


The Competitive Element in Retail Credit Work. Where 
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the charge-account seeker has several other accounts run- 
ning with other stores, the credit man then would like 
to know the average volume of purchases at these other 
stores. If those other accounts are to be continued, 
they, of course, will be a limiting factor in gauging the 
applicant’s credit limit. The credit man may be able 
to find out the size of these other accounts thru his local 
co-operative credit-information exchange, if the appli- 
cant does not tell him directly. If he is told by the 
applicant, he can check up the accuracy of the statement 
at his exchange bureau. 


If the other stores are competitors of the credit man’s 
store, then the problem in assigning a credit limit is that 
of striking a reasonable balance between safe credit 
granting and a desire to effect increased sales. If the 
customer is given a lower credit limit than he or she 
already has at competitive stores, the other store may 
get more business—or all of it if the customer should 
happen to be sensitive on the point.. But it must be 
remembered that— 

Desire to meet competition has been responsible for 
a great deal of unwise retail credit granting, as well 
as unwise credit granting by wholesalers. 

Some retail stores are too eager for increased business, 
using unwise offers of charge-account facilities for the 
purpose of getting business—only to find out that some- 
what less of sales would have paid them greater profits 
had they been more careful about trusting people to pay 
their bills. 


The sound principle to follow in granting retail credits, 
where questions of competition tend to complicate the 
making of a decision, is to restrict competition to quality 
and to prices, and not let it influence credit granting 
apart from the fact that the credit applicant who has 
charge accounts elsewhere may need to be limited more 
closely than those, other things equal, who do not run 
charge accounts at competing stores. 
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Two Classes of Retail Credit Applicants. There are in 
general two classes of applicants for credit at retail stores, 
as previously mentioned. The importance of this classi- 
fication warrants further analysis of it. These classes 
are— 

1. Those who seek credit of necessity. 
2. Those who seek credit solely as a convenience. 

There is no sharp dividing line between these two 
classes. But there is a great difference between them 
with respect to the manner of handling them. The 
better or safer credit risks are, of course, in the second 
class. 


Obviously, the store that deals with many credit cus- 
tomers who of necessity must have credit because they 
could not, if they would, pay cash, must be extremely 
cautious in granting credit and in assigning credit limits. 
Stores that sell on the installment-payment plan have 
many customers in this class. 

Because this installment-payment plan has grown fast 
in recent years and is now more commonly employed 
than ever before, let us thoroly analyze the problem of 
the credit man whose house sells on this plan of payment. 

Since 1900, the development of this plan of doing 
business has been rapid. To-day it is possible to pur- 
chase hundreds of the necessities and luxuries of life 
on the installment-payment plan; such varied articles as 
adding machines and office equipment, hotel and restau- 
rant supplies, jewelry, machinery, pianos, musical instru- 
ments, radios, typewriters, education, gas heaters, bonds, 
books, and real estate—and the list might be expanded 
indefinitely. It is estimated that between 80 and 90 
per cent of automobile sales are made on the installment- 
payment plan. High percentages of the sales of pianos, 
washing machines, furniture, and many other higher 
priced articles for the home are now made on the same 
plan, as are also many specialties and some staples that 
are sold to business concerns. | 
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Causes of the Spread of Installment Payments. The 
spread of the installment-payment plan has been a nat- 
ural growth. It is primarily the child of intense compe- 
tition for a greater share of sales in various lines. It has 
also been developed in order to make possible many 
sales which otherwise could not be made. 


The installment-payment plan “makes it easy to pay,” 
which greatly encourages purchases. It puts within the 
grasp of many, things which they could not otherwise 
have, because they would have had to wait until they 
had saved up the entire purchase price—and they were 
unwilling to do this saving. 


It is estimated that there are six million owners of 
automobiles in the United States whose incomes are less 
than $40 a week. Few of them would have cared to 
save up the money and wait until they could pay spot 
cash. 


Investigating Prospective Installment Payers. Usually 
those who are allowed installment-payment terms on a 
purchase are carefully investigated before the merchan- 
dise is delivered. The thoroness of the investigation is 
related to the value of the merchandise to be purchased. 


Figure 2 shows an information blank to be filled out 
by an applicant for the privilege of paying on the install- 
ment plan. The firm which uses this form does not lay 
such great-stress on income as it does on character. How- 
ever, most firms, especially those whose unit of sale to 
the individual customer is relatively large, desire to know 
what the weekly or monthly income of the applicant is, 
because they rightly figure that the risk is materially 
cut down when the prospects of a steady and substantial 
income are good. This information may often be deduced 

from knowledge of the business or profession or position 
of the credit applicant. 


As for references, the names of personal friends only 
are not enough. The credit man usually desires that at 
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Figure 2, Form of information blank used for customers whose pur- 
chases are to be paid for on the installment plan. 


RETAIL CREDIT POLICIES 25 


least one name be that of a business concern, particularly 
the name of a firm where the applicant has a credit ac- 
count. 

Permanence of residence is favorable. Altho recent 
changes of residence are not necessarily a bad sign, they 
should lead the credit man into a more careful investi- 
gation of credit worthiness. 

The unmarried person who changes his rooming place 
often is a doubtful risk. 

In general, investigations of those who purchase mer- 
chandise on the installment-payment plan attempt to 
determine whether or not the buyer has a sense of obli- 
gation conducive to an honest intention and a willing- 
ness to pay. Then, too, and by all means, there must 
be evidence that a steady, satisfactory income will be 
regularly obtained. Great importance is placed on income 
. and the prospects of its permanence, as above suggested. 


Initial Payments for the Merchandise. In all install- 
ment sales there is usually an initial payment at the 
time of purchase. The amount of this initial payment 
may vary with the seller’s policy, the value and kind of 
- the goods sold, and the results of the investigation just 
mentioned. 

Initial payments average around 25 per cent of the 
purchase price, altho on some articles, such as musical 
instruments, 5 to 10 per cent is not an uncommon 
requirement; while some retailers advertise “a dollar 
down.” 

The same lack of uniformity as between various retail- 
ers characterizes the plan of future payment. Payments 
on pianos sometimes are spread out over three or four 
years; on talking machines, two years; and on furniture, 
from six to eighteen months. But it is usually desirable 
if possible to keep the payments within the period of a 
year. 

One firm sells a $250 talking machine at $25 down and 
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$15 a month. Usually the payments are made monthly, 
altho many are made weekly. Some houses arrange for 
payments to be made each pay day. They find that 
collections are better under that arrangement. 


It is estimated that only an average of 15 per cent 
of those buying under the installment plan pay all their 
installments strictly on time. The work of a collector 
of installment payments is usually arduous. The prob- 
lem of collections will be considered in Executive Man- 
uals 54 and 565. 


Guarding Against Losses on Installment Sales. Since 
such a small proportion of the total purchase price is 
taken ‘care of in the initial payment, it is only fair that 
the dealer have protection against losses from those who 
are unable to continue their payments. In most cases, 
he arranges for reclaiming his merchandise in case pay- 
ments are not made according to the original agreement 
—with reasonable allowances for unforeseen difficulties 
on the part of the purchasers. 

Often an agreement is made by which the seller retains 
title or a legal interest in the property until it is fully 
paid for. The great bulk of this business is conducted 
under two forms of agreement: 

1. The conditional-sales contract. 
2. The chattel-mortgage agreement. 

However, in a few states the lease form is used. But 
the lease plan works out in about the same manner as 
the conditional-sales contract. 


The Conditional-Sales Contract. Under the conditional 
contract, title to the merchandise remains with the seller. 
The buyer obtains possession of the merchandise in 
return for an initial payment, but the seller retains the 
privilege to repossess the merchandise at any time pay- 
ment of the installments is not forthcoming. 

In case the installments are not paid when due and 
it is decided to reclaim the merchandise, then the buyer 
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generally forfeits all payments he has made as well as 
the merchandise. It is not until all installments have 
been paid that title goes to the buyer. 

In addition, a judgment clause is included to make 
the security doubly effective in protecting the seller; and 
as still further protection, interest at 6 per cent on the 
amount of the principal sum outstanding from time to 
time is charged to the buyer. 

From all this it would seem that the buyer is required 
to pledge himself to a more than sufficient degree, but 
when all the risks of the seller are considered in many 
cases, the conditional-sales contract does not seem to 
be too severe. Figure 3 is an example of this type of 
agreement. 


The Chattel-Mortgage Agreement. The chattel-mortgage 
agreement is a little more cumbersome than the condi- 
tional-sales contract in that there are usually more legal 
requirements to be complied with and more papers to be 
made out. Under this agreement, title immediately 
passes to the buyer, who signs the chattel mortgage as 
security for the payment of whatever remains unpaid 
on the purchase price. But all forms of this kind pro-. 
vide that the article purchased may be repossessed by 
the seller under certain conditions, which are related in 
the agreement. | 

These forms vary in the wording and in the articles 
of agreement. It is well, in any case, to get the ideas 
of competent legal counsel in determining which form 
is best. suited for a particular line of business. 

Besides taking a lien on the merchandise, it is required 
in some transactions that the buyer sign a note or series 
of notes covering the installments which must be paid 
to complete the contract, as shown in Figure 4. This 
note (or series of notes) gives further evidence of the 
obligation, and permits the possibility of receiving an 

indorsement if the circumstances so require. In addition 
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to signing the note (Figure 4), a chattel mortgage is also 
signed. The form and wording of the chattel-mortgage 
document conform with laws of the state wherein the 
transaction is put thru. 


Selecting the Type of Agreement. As to which type of 
contract is preferable, there is no general agreement. 
In the same line of business in the same locality, two 
firms may make different arrangements—one using the 
conditional-sales contract, the other the chattel-mortgage. 

It should be remembered, however, that the laws in 
the different states vary; all states do not permit all 
forms of agreements. 


Mortgages should be filed or recorded to obtain pro- 
tection against creditors and bona fide purchasers; and, 
in most states, it is advisable, for the same reason, to 
record or file conditional-sales contracts. 


The dealer or manufacturer must be familiar with the 
laws pertaining to these agreements in his own state and 
in states in which he sells. 


The lease agreement is used least of all, and there is 
a tendency to use the chattel-mortgage agreement rather 
than the conditional-sales agreement to cover those trans- 
actions which involve greater amounts of risk and money, 
and especially where the time element is long; while the 
conditional contract is more often used in covering pur- 
chases in smaller amounts. 


Important legal matters covering sales contracts will 
be fully treated in the last major section of this training. 


If the service of finance corporations is to be used in 
order to secure immediately the proceeds from install- 
ment sales, as explained in our previous section on financ- 
ing a business, then the note and chattel-mortgage agree- 
ment or conditional-sales contract will be selected. The 
finance company will either discount the notes or loan 
money on them, using the chattel mortgage or condi- 
tional-sales contract as security. Usually the finance 
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company discounts the notes and often makes collections 
on them as they fall due. 


The Right of Repossession. As previously indicated, the 
security on which the installment dealer chiefly relies is 
the right of repossession; and— 

The value of the right of repossession varies with the 
speed at which the article sold depreciates. 

Thus the right to repossess a diamond ring or a piano 
may have considerable value, while the right to repossess 
a suit of clothes may have very little value. Reposses- 
sion value is taken into consideration in fixing the price, 
the size and frequency of installment payments, the 
amount of the initial payment, and the thoroness of the 
investigation of credit worthiness. 

Where the repossession value is relatively low, the 
investigation of credit worthiness is relatively vigorous. 
Where repossession value depreciates rapidly, terms are 
usually shorter than in the case of merchandise the value 
of which depreciates slowly, such as pianos. 

However, terms and conditions are nearly always regu- 
lated in recognition of the fact that it is better business 
_ and more profitable to get the payments than to repos- 
sess. Virtually all installment houses are to-day reluc- 
tant to reclaim goods, and they do so only as a last 
resort. Some firms, of course, are more lenient than 
others, but in general the repossession policy of install- 
ment houses is fair toward overdue accounts. When a 
debtor is seriously embarrassed for good cause and 
actually deserves more leniency, he gets it—altho it is 
not always possible for the dealer to be as lenient as he 
would like to be, for he often has a difficult problem in 
financing his business, as explained in the previous major 
section on financing a business. 


Installment-House Extremists. There are, among install- 
ment houses, some few concerns which, in their anxiety 
to acquire as much new business as possible, have offered 
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extremely easy terms. But this policy usually redounds 
to the detriment of the dealers who practice it. It 
usually leads to overextension of credit and serious 
financing difficulties. 


Exceptionally easy terms tend to foster unreasonable 
claims and the side-stepping of payments on the part of 
many customers, altho efficient collection methods have 
served to decrease troubles of this kind. 

In general, competition for sales based principally 


upon the liberality of the terms of payment offered. 
is thoroly unsound practice. 


On this point, one prominent credit man said: 

“There has been a great increase in this class of busi- 
ness (installment sales) during recent years, and while 
it is possibly not particularly hazardous so long as eco- 
nomic conditions continue favorable, still any sudden 
slump in general business might be very serious for those 
carrying a large quantity of installment paper. It would 
be highly desirable for all houses selling on the install- 
ment basis to co-operate rather than to compete in the 
matter of terms offered.” 


There has been a feeling that this method of selling 
encourages the consumer to overextend himself. This 
danger, of course, involves the possibility that the dealer 
himself, in his eagerness to take advantage of the en- 
larged market, will overextend himself and run into 
difficulties. In fact, insolvency has not infrequently been 
the result. 


The Cost of Installment Selling. It is easy to under- 
estimate the additional costs which accrue in selling on 
the installment-payment plan. There is, therefore, dan- 
ger of fixing the selling prices too low on goods sold on 
the installment plan. 


For example, there is the interest charge to be four 
in. Installment collections run over relatively long 
periods of time, and, of course, this charge is an impor- 
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tant item of cost—to be included in fixing the selling 
price, unless the contract calls for regular interest pay- 
ments along with payments of the principal of the debt. 


Another additional expense is the cost of collections, 
including provision for a percentage of bad accounts and 
losses that accrue from the necessity of repossessing the 
goods sold in certain cases. 


Each dealer or manufacturer must review his own past 
records in determining the percentage of the sales price 
that must be added to cover such losses. These losses 
vary in different installment houses. One distributor of 
musical instruments states that losses of the kind just 
stated are kept well within one-half of 1 per cent of the 
total sales. Another large firm doing a mail order furni- 
ture business admits that bad-debt losses run as high as 
3 per cent, and in some years they have been up over 
5 per cent. 


Losses on bad debts are, of course, directly affected 
by the extent of depreciation in the value of repossessed 
goods. 


The Carrying Charges Are High. In addition to interest 
charges and bad-debt losses, there are numerous other 
charges and additional expenses over and above those 
incurred in a retail business which does not sell on the 
installment plan. These expenses are usually lumped 
into one class, called “carrying charges.” 


Among these carrying charges are the additional office 
space and clerical-labor expenses necessary to take care 
of collections and office records. There is also the expense 
of careful credit investigations. Then there is the loss 
in the tying up of a large amount of working capital in 
receivables, which in many cases cannot be discounted 
or used as security for loans. Installment sales usually 
require relatively large amounts of working capital, the 
interest charge on which is a substantial item of expense. 
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This interest charge is swollen by the fact that many of 
the collections are not made on time. 

Ability to keep the carrying charges within bounds 
determines very largely whether or not any profit is 
made. It is necessary to figure these charges accurately, 
in order to determine how far to go in meeting com- 
petitive prices. 

If carrying charges are underestimated, prices are 
likely to be set at too low a figure and a steady loss 


suffered; if they are set too high, they will allow 
competing firms to get the trade. 


The irregularity of losses and the lack of uniformity 
in the carrying charges put a premium on good mer- 
chandising under the installment-payment plan of sell- 
ing. But the added volume of sales brought about by 
this plan may permit prices low enough to meet the 
competition of firms that do not sell on the installment 
plan. 


Installment Terms as Compared with Regular Terms of 
Sale. In concluding our analysis of installment credit 
policies and practice, let us remember that this plan of 
payment is designed to accommodate buyers who could 
not pay cash or pay the full purchase price at the end 
of the regular period. Many commodities are placed 
within the buying reach of people who otherwise would 
not be able to possess them. 

The credit man of the installment house is primarily 
interested in the size, regularity, and probable continua- 
tion of his customers’ income. He is not so much inter- 
ested in capital, for he knows that the very reason for 
installment payments is lack of capital. But he is inter- 
ested in character. 

As in the case of other credit men, he must have 
confidence in the ability and willingness of the credit 
seeker to pay his obligations as they fall due. His con- 
fidence is based upon the prospect of steady income as 
revealed in the customer’s occupation and length of 
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employment in one position. The fact that less stress 
is placed on capital assets is an outstanding feature of 
difference between installment sales and sales made on 
regular terms, as covered in preceding parts of this sec- 
tion on credits and collections. 

Another outstanding difference relates to the fact that 
goods sold on the installment plan may be repossessed 
by the seller, as previously explained. Installment sales 
are, of course, most common in those lines of business 
which deal in goods that have a relatively high reposses- 
sion value. If after a prolonged lapse of time it is still 
possible to repossess property which then has a sales 
value equal to or greater than the amount still owing 
on that property, there is usually a distinct advantage 
to the seller in selling on the installment plan of pay- 
ment. A wider market is opened, which can be worked 
with relatively slight risk of loss from bad debts. 

We have covered the more essential features and prin- 
ciples of credit activities, including the granting of retail 
credit as well as the granting of credit to business firms. 
We are now ready to take up the important problem 
of collections—a problem that varies in its difficulties 
accordingly as credit granting and control have been 
efficiently handled. 

Because of failure to be able to make collections of 
accounts due, many firms have sustained serious losses, 
and not a few have been thrown into bankruptcy. Effi- 
cient practice—based upon sound principles—in making 
collections is a very valuable part of training for execu- 
tive work of all kinds, for there is a close connection 
between the service rendered to customers by other 
departments of a business and efficiency of the collection 
department. 

Executive Problem 53, which follows, will round out 
the training in handling credit problems. Then Execu- 
tive Manuals 54 and 55 will supply the necessary training 
in handling collection problems. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, so you need not send it in to the University. 











1. A large wholesale clothier, whenever a customer 
misses a discount, does not make any further shipments 
to that customer until he finds out why the discount was 
missed. Should that be an effective precaution? 


2. It is a matter requiring closer attention when a 
prompt-pay customer misses a due date than when a 
slow-pay customer misses one. Do you think so? 





3. “Technically speaking, a sale is not completed until 
the money is received, but so far as we are concerned, it 
is not completed even then, unless the customer is fully 
satisfied.” Did the credit man who said that have the 
right point of view? 


4. The way a credit man gives advice to a customer 
counts as much as the value of the advice, does it not? 


5. In the retail trade a charge customer is often said 
to get better service and attention than the cash cus- 
tomer. Can you see any reason why that might be so? 


6. Would you be in favor of giving the retail cash 
customer a lower price than the charge customer? 


7. When goods sold on the installment plan are priced 
the same as on a cash basis in the same store, does this 
tend to discourage cash sales? 


Check 


Yes} No 
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Executive Problem 53 
GRANTING RETAIL CREDIT 


Mr. Higbee, the assistant credit manager of one of 
Norfolk’s leading department stores, was an extremely 
busy man. The volume of business had been increasing 
so rapidly that facilities for taking care of it had not fully 
kept pace, and there was a heavy strain on the organi- 
zation. Moreover, Mr. Jones, the credit manager, had 
been ill for a little over a week. This made the usual 
burden doubly heavy so far as Mr. Higbee was con- 
cerned. 

One day just before noon there was a slight lull in the 
work, and Mr. Higbee thought he had better take the 
opportunity and go to lunch. Just then a heavy step 
sounded next to him, and he looked up. There stood 
a short, stocky man, well-enough dressed, tho not in 
clothes of a very stylish cut. He was a deep-chested 
individual with a florid complexion. 

“T want to start a charge account,” he said abruptly. 
“T guess we should be able to manage that,” said Mr. 
Higbee, smiling as he reached for his pad of new-account 
- forms and motioned the man and the little lady who was 
with him to the two chairs beside his desk. ‘What is 
_ your name?” ‘William Swanson, and I live over at 
2875 Greeley Ave.” “Is that so?” said Mr. Higbee, “I 
live right near there myself, but it is not surprising I 
have never seen you.” “Oh, I have lived there only four 
weeks now. I used to live away out on Summer Street— 
7243 was the number,” he added when he saw Mr. Higbee 
pause as he was writing it down. “How long were you 
out there?” “About two months I think it was. You 
see, I’m a printer. I lived in Newport News until I came 
to Norfolk about three months ago. When I first came 
here, I was working for the Home Printing Company, but 
now I am superintendent of the composing room at the 
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Franklin Company. It’s a pretty good job too. I get $60 a week, 
and my wife here,” he said nodding toward the little woman sitting 
by his side, “works too. She gets $25 a week, and has a nice easy 
job.” Mrs. Swanson, a small, pale-looking woman, smiled slightly 
and nodded assent. “Yes, I work in a laundry,” she said simply. 
“And what is your first name, Mrs. Swanson?” “Anna,” was the 
answer. 


Then turning toward Mr. Swanson. 


“I don’t suppose you have been here long enough to acquire any 
property in this city,” said Mr. Higbee, “but how about Newport 
News?” “No, I don’t own any property of any kind, but I am 
hoping to as soon as I get straightened out in my new job,” an- 
swered Swanson. 


“And now, Mr. Swanson, will you give me the names and ad- 
dresses of four or five people as references to whom we can write 
about you. If you will give me the names now, I can write to you 
in a few days and make final arrangements.” 


Swanson gave the necessary names—two where he was working 
at present, one where he worked previously, and one at Newport 
News. They were all men with whom he had worked and one of 
them was his present boss. He also gave the name of a bank in 
Norfolk at which he kept a savings account. 


“Now just a few things more,” said Mr. Higbee. “I don’t suppose 
you have an account at any other store,” and he looked inquiringly 
at Mr. Swanson, who shook his head negatively, “and I presume you 
and Mrs. Swanson will be the only ones to use the account.” “Just 
my wife,” said Mr. Swanson. “She hasn’t time to go shopping for 
our household necessities, and wants tobe able to have things de- 
livered. We won’t want more than $50 worth each month,” he 
added. 

Mr. Higbee had taken note of all the information. “That will 
be all right now,” he said, “I shall write you in a few days.” 

Mr. Swanson nodded and he and Mrs. Swanson left. If you have 
this interview well in mind, you are ready for the working papers, 
where you will find it very interesting and instructive to follow the 
procedure in getting at the facts, and where your judgment will be 
called into play in reaching a decision on a typical retail credit- 
granting request. 











